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*...Between January 1 and March 31,” 
writes the Treasurer of a certain 
medium-sized corporation, “259 cor- 
porate reports must be filed by this 
company and fees paid. Before the 
close of the year, at least 270 more 
reports must be filed and fees paid... 


they do not include reports filed under 


Social Security laws or corporate K-10 


forms of the Securities Commission.” 


CORPORATION TRUST 


a 
lhe 
Corporation lrust 
Company 
a 


pena ae of state tax and report requirements without the 
Orpaorad#rhmon System . 


We wonder sometimes how companies like that 
could ever have got along under such a huge burden 

Corporation Trust system to simplify and expedite 
: it (for of course the company whose Treasurer's 
letter was Guoted from is a user in all states of the 
Corporation Trust system). About that corporation 
of yours, now—is it struggling along without the 
help of this modern corporation service—CT statu- 
tory representation where qualified and complete 
information about state taxes to be paid and state 
reports to be filed? State taxes will not diminish 
under war or after-war conditions—and the help- 
fulness of the Corporation Trust system will grow 
greater and greater. Ask your lawyer to tell you 


about CT service now. 











Contents for 





NOVEMBER 1942 


This magazine Vol. 20 No. ll 


is published to promote 

sound thought in economic General: 
legal and accounting prin- — , : 

ciples relating to all federal Taxation In War Time................ Randolph E. Paul 643 
and state taxation. To this A Substitute for Higher Taxes......... Gordon D. Simons 648 
end itcontains signed articles 


on tax subjects of current Taxes on Gifts Subject to Contingencies 
interest, reports on pending Oi ciieniete 


tie Walter L. Nossaman 650 
state tax legislation, inter- 


pretations of tax laws, and Irrevocable Trusts From a Gift Tax Point of View 
other tax information, book M.N. Friedland 651 


sah atgit ong Fiscal Aspects of Urban Blight... .. ..... Basil C. Rodes 655 


Page 


The editorial policy is to 
allow frank discussion of tax Concurrent Fiscal Jurisdictions in Mexico..... José Silva 658 
issues. On this basis contri- ; ae . 
butions are invited. Care will Should the Ability-to-Pay Principle Be Reexamined . 
be exercised in checking the Kenneth Field 664 
a tong The Renegotiation of War Contracts ................ 0 
for sles ante Souci a ice or _.... Major Harley C. Stevens, A. U. S. 668 
articles or for the opinions ; 
expressed therein. Talking Shop ....... PEER E Cer eT ee ee ee .... 670 


Editor Washington Tax Talk................ rere: . 676 
Henry L. Stewart 


Advisory Editor Tax Calendars ... re eek - . 679, 682 
George T. Altman 


Washington Editor Current Books of Interest aoe ns 626 


Lyman L. Long Interpretations _.. 689 
Business Manager 


George J. Zahringer Digests of Articles on Taxation in Current Legal Periodicals 691 


Circulation Manager 


M. S. Hixson 


Published monthly by Commerce Clearing House, Inc., 
214 N. Michigan Ave., Chicago 
Subscription price: $4.00 per year; single copies, 50 cents. 


Entered as second-class matter January 13, 1939, at the Post Office at Chicago, Illinois, 
under the Act of March 3, 1879. 


PRINTED IN U. S. A. TITLE REGISTERED UeS.- PATENT OSFICE, COPYRIGHT 1942, BY COMMERCE CLEARING HOUSE, INC. 





Acme 


] HE Director of Economic Stabilization, is already at work at his desk in the 


new office wing of the White House, built to accommodate the overflow of 


official business caused by war conditions. The Director of Economic 


Stabilization is charged with the administration of the Anti-inflation law 
recently passed which freezes wages and salaries. Mr. Byrnes resigned 
from the Supreme Court to assume his new duties. 
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TAXATION IN WAR TIME 


By RANDOLPH E. PAUL™ 


LANES, ships, guns, and tanks are needed in 

unprecedented numbers to win this war. What- 

ever is needed by the armed forces will be pro- 
duced and will be delivered just as rapidly as possible. 
\nd those who deliver these instruments of war will 
receive their checks promptly from the United States 
Treasury. These are settled matters and require no 
The vital issue, however, still remains: 
How and from whom will we raise the money to meet 
the costs? How much from taxation? How much 


from borrowing? What kind of taxation? What kind 
of borrowing? 


discussion. 


The answers to these questions will determine in 
large part, whether the cost of the war is distributed 
fairly, and whether war production leaves a wake of 
destructive war inflation. If we take the easy course 
of inflation, morale and efficiency will be impaired, pro- 
duction will be retarded, and the problem of post-war 
adjustments will be magnified. If we take the hard 
course of stiff taxes on incomes and spendings, the 
threat of inflation will be reduced, production will be 
able to reach the peak of which it is physically capable, 
and post-war adjustments will be facilitated. 


The Real Cost of War 


The real economic cost of the war is not measured 
by taxes paid and bonds purchased. Rather it con- 
sists of the goods and services which consumers must 
forego in order to produce the weapons of war. The 
output necessary to wage total war can be provided in 
part by working harder; in part by using resources 
that were previously unemployed; in part by deplet- 
ing our peacetime capital equipment; and in part by 
drawing on foreign supplies. But these sources of 
cutput have long since proved inadequate. It has 
heen necessary to curtail the production of civilian 
goods in order to produce more war goods. The fact 
is that the production of instruments of war requires 
more than one-half of our resources, both human and 


_ An address before the National Lawyers’ Guild, New York City, 
september 26, 1942. 
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material. That inevitably means less clothing, less 
furniture, less recreation, and less adequate housing. 

Thus far, bulging inventories have cushioned the 
impact of the conversion from civilian to war pro- 
duction. Although many goods are being produced 
at a diminished rate, or are no longer being produced 
at all, the retail stores, by and large, have been able 
to maintain the stream of goods to consumers out of 
their stocks. When that cushion disappears, con- 
sumers will be jolted into the realization that the war 
is restricting the supply of goods they ordinarily buy. 
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They will then be face to face with the real cost of 
the war—the cost they cannot escape, the cost they 
have to pay in one form or another. They may pay 
it in the form of higher taxes and compulsory savings. 
They may pay it in the form of higher prices for the 
goods and services that they can still buy. Or they 
may pay it by being unable to spend money because 
goods and services are rationed or nonexistent. But, 


one way or another, they must pay the real costs of 
the war. 


Clearly, the cost of the war cannot be shifted to 
future generations by borrowing instead of taxing. 
3orrowing does not enable us to transfer goods and 
services from future generations to the present. No 
financial sleight-of-hand can empower us to levy on 


the future for the goods and services that we sacrifice 
now. 


This is the reason why taxes are not themselves the 
cost of the war. They help to distribute among the 
members of the community costs that are inevitably 
there. It is the function of taxation to distribute these 
costs in the fairest possible manner while maintaining 
our economic system in a vigorous position during the 
war years and for the post-war period. 


The Problem of Inflation 


If we fail to distribute the burden of war by tax- 
ation, inflation will step in and do the job for us—and 
do it badly. We cannot escape the fact that the ever- 
increasing flow of money to the market is being met 
by a shrinking supply of goods. It could not be other- 
wise in an economy in which more than half of the 
wage-earners are receiving income for producing 
goods that they cannot purchase—goods that go, not 
to the market, but to the battlefronts of the world. 
Unless withdrawn by taxes or borrowing, consumer 
incomes will flow to the market in a stream that will 
break the dam of price control and rationing. If our 
controversies over methods of financing the war en- 
snare us in a do-nothing policy, we shall be inviting 
disastrous inflation like that which ravaged the bellig- 
erents after the last war. 


Inflation is itself a form of taxation except that the 
proceeds are not garnered by the government. It 
fastens itself to your income just as surely as the tax 
demanded by the revenue collector. If in 1943 you 
pay $1,000 for food, clothing, and shelter that would 
have cost $800 in 1942, you are in effect paying a $200 
tax. And you are paying the worst possible kind 
of tax. 

Inflation distributes the cost of the war in a hap- 
hazard way, imposing the heaviest sacrifices on those 
who can least afford them. Rising prices hit persons 
with fixed incomes much harder than those with ris- 
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ing incomes. They affect persons with low incomes, 
who must ordinarily spend their entire incomes on pur- 
chases of goods and services, more adversely than per- 
sons with high incomes, who can maintain their 
standards of living despite rising prices. 

Inflation also disorganizes the economic process. 
Business is conducted in terms of prices that are ex- 
pected to be fairly stable. Rapid price increases shift 
the emphasis from production as a source of profits 
to speculation and hoarding as sources of profits. The 
struggle of labor to keep wages in line with ever-rising 
prices adds to the confusion. If inflation takes preced- 
ence over production as the main concern of business 
and labor, the war effort will surely suffer. 

Finally, inflation multiplies the monetary costs of 
the war and makes the post-war adjustment more 


difficult. 


These are the reasons why inflation, with its costli- 
ness, inefficiency, and brutality, must not be permitted 
to take the place of taxation. 


It is a primary function of war taxation to relieve 
the spending pressure which threatens a runaway in- 
flation. It is essential to reduce the volume of money 
that people try to spend on goods and services, either 
directly by withdrawing it from the purchasing stream, 
or indirectly by inducing individuals to forego spend- 
ing in favor of saving. War-time fiscal policy, then, 
must strive to reduce the demand for consumer goods 
and to distribute that reduction equitably. 


The Tax Burden of the Lower Income Groups 


Much of the current tax controversy centers around 
the role of the lowest income groups. Many contend 
that every person should pay higher taxes, regardless 
of the size of his income. They urge that sacrifices 
should be universal, and that inflationary pressure 
cannot be removed without tapping the purchasing 
power in the lowest income groups. The Treasury 
takes issue with those who hold this view. There 
are large groups in the community whose living stand- 
ards are so low that they should not be required to 
increase their already substantial tax payments. 

The relevant factors in the controversy can be 
briefly reviewed : 

First, it is either implied or stated that every man, 
woman, and child must accept a lower standard of 
living in wartime. We agree that the concept of what 
is a minimum standard of living must be adjusted to 
the demands of war. We insist, however, that there 
is a group in our community with a standard of living 
so low that it cannot be reduced further. There is 
a point below which additional taxes cannot be im- 
posed without exacting unreasonable sacrifices and 
causing physical hardship. That point is lower today 
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than it was three or five years ago, and it may be still 
lower a year or two hence. But it will never drop 
to zero. 

Second, aside from the question of fairness or equity, 
we must look to the problem of productive efficiency. 
In wartime the importance of man as a consumer unit 
is overshadowed by his importance as a productive 
unit. We should be ill-advised to collect taxes at the 
expense of essential vitamins in workers’ lunch pails. 
That would be on par with denying grease and oil to 
machines. Taxes which fail to recognize a minimum 
exemption level will impair health and morale and 
therefore productive efficiency. The results will show 
themselves in a weakened war effort. 

Third, it is contended that the great bulk of con- 
sumer spendings is in the very lowest brackets and 
can be tapped only by a sales tax or a gross income 
tax. This is a dangerous half-truth. The Treasury’s 
spendings tax on single persons with income above 
$500 and on married persons with income above $1,000 
(plus a $250 allowance for each dependent), would 
reach over $50 billion out of total consumer spending 
of $75 billion. In contrast, a retail sales tax on all 
goods except food—the form of sales tax most fre- 
quently advocated—would reach only slightly more 
than $30 billion. A tax which taps over two-thirds of 
total spendable income is sufficient in terms of volume 
to satisfy present anti-inflationary requirements. Fur- 
ther, it can serve our anti-inflationary purposes, with- 
out sacrificing recognition of variations in family size 
and in personal savings habits. 

Fourth, those who oppose the exemption of the 
lowest income groups from war taxes often imply that 
these groups are not now paying taxes. The best 
available estimates all agree that the tax load on per- 
sons with incomes under $1,000 approximates one- 
fifth of their income. Little if any margin for further 
taxation is apparent in these figures. 


Morale Aspects of War Taxation 


\Var-time fiscal policy must be realistic about the 
effects of taxation on morale. 

Individual income taxation, for example, has a 
marked impact on both civilian and military morale. 
Unless the rates and exemptions of income taxation 
are such that civilians are prevented from profiteering 
out of the war, men in the armed services, as well 
as civilians unselfishly contributing to the war effort, 
may become restless and resentful. The existence of 
special privilege, such as that which enables holders 
of tax-exempt securities, regardless of the size of their 
income, to escape taxation—is damaging to morale 
at any time. It is doubly so in wartime. When high 
rates prevail and when equality of sacrifice is essential 
to unity, such special privilege is intolerable. 
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Excess profits taxes also have important implica- 
tions for morale. Like individual income taxes, they 
are vital in promoting the feeling that comparable 
sacrifices—at least financially—are being imposed on 
all alike—civilians as well as soldiers. Moreover, 
taxes on excess profits have an indirect impact on the 
problem of inflation. For labor will not easily be dis- 
suaded from demanding wage increases, or agriculture 
from demanding increases in farm prices, so long as 
war profiteering is permitted. The Treasury recog- 
nized these factors in advocating steep excess profits 
taxes. 


Collection at Source 


The Treasury has urged the Congress to enact a 
number of measures designed to adapt our tax struc- 
ture to war-time fiscal needs. One of the most im- 
portant of these is collection of the net income tax at 
source. The income tax is biting harder and deeper 
than ever before. With over 30 million people filing 
returns in 1943, it will be truly a mass tax. As such, 
it must be adapted to the needs of the great bulk of 
wage-earners and other recipients of small incomes 
who are accustomed to budgeting on a weekly or 
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monthly rather than on a yearly basis. The best way 
to do this—and thereby to minimize hardship for tax- 
payers and cut down delinquency—is to provide for 
the deduction of income taxes currently from pay en- 
velopes, and from dividend checks. 

As passed by the House, the 1942 Revenue Bill pro- 
vided for the collection of tax at source from wages, 
dividends, and interest at a rate of 5 percent in 1943 
and 10 percent thereafter. The amount of tax collected 
at source would be based not on the gross amount of 
wages but only on that part which was in excess of 
personal exemptions and credits. For dividends and 
interest, it would be based on the gross amount paid. 
However, the Treasury has since recommended the 
exemption of interest from withholding because it in- 
volves special administrative and compliance problems 
for only a minor amount of revenue. 

This system of collection at source would not be 
an additional tax. It would be simply a means of 
easing the payment of the regular income tax. The 
amounts withheld would be credited against the tax 
liability reported on the income tax return filed 
March 15th. Where collections at source exceeded 
final tax liability, prompt refunds would have to be 
made. 

Without collection at source, the income tax is 
doomed to be an inflexible instrument of fiscal policy. 
Under present methods of collection, changes in rates 
and exemptions and increases in the national income 


are not reflected in tax collection until March of the 


following year. Collection at source of the net income 
tax would enable the Congress to adjust the yield to 
current needs promptly and at any time during the 
year. 

Collection at source is the best method of keeping 
the taxpayer out of debt to the Government. It taxes 
him while he is fully “liquid” and still has the taxpay- 
ing ability upon which the income tax is based. 
Under present collection methods, the tax may hit him 
only after his income has been spent. 


The Ruml Plan 


Another method which is urged for keeping the in- 
come taxpayer out of debt to the Government is the 
Ruml plan. It has been called the skip-a-year plan 
and the pay-as-you-go plan. 


It does skip a year. It 
does not “pay as you go.” 


The Rum! plan skips a 
year by changing labels. The income tax you pay this 
year now bears the label, “tax on 1941 income.” Mr. 
Ruml would change that label to “tentative tax on 
1942 income.” That is, he would forgive the 1941 tax 
entirely and treat the payments you make this year 
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as current payments on your 1942 income. But the 
story does not end here. When March, 1943, comes 
around, you will have to file a return showing your 
actual 1942 income. If that is higher or lower than 
your 1941 income—and it will rarely be the same— 
you will either pay an additional tax or claim a refund. 
So far, the tax computations have all been at existing 
rates and exemptions. 

The next step is to compute a tentative tax for 1943. 
To do this, you would apply to your 1942 income the 
higher rates and lower exemptions in the new tax bill. 
That tentative tax would then be adjusted in March, 
1944, on the basis of actual 1943 income. 

In effect, the Ruml plan requires two returns and 
two sets of computations to determine one year’s tax. 
This will confuse the taxpayer, and put added burdens 
on him without producing any added revenue. More- 
over, it will complicate the administrative process, 
since it will require refunds, additional collections, and 
cross-checking of returns. These complications would 
be tolerable if the Ruml plan were fair, and if it ac- 
complished the highly desirable objective of bringing 
taxpayers current. The basic objections to the plan 
are that it is not fair and that it does not accomplish 
its objective. 

The forgiveness of 1941 tax liabilities grants a wind- 
fall gain to anyone who had an unusually high income 
in 1941. A person with a normal income of $5,000 who 
received $10,000 in 1941 would immediately escape the 
tax on the added $5,000 and would eventually—when 
he ceased to have any taxable income—escape the tax 
on the original $5,000. The Rum! plan confers the 
greatest benefit on those with the biggest incomes. 
Zetween 80 and 90 percent of taxpayers have incomes 
below $3,000. In their case, the amount of tax for- 
given would vary from a few dollars to a maximum 
of two or three hundred dollars. But the wealthy man 
with an income of half a million dollars would save 
a tax liability of more than $350,000. 

We were talking about morale a moment ago. What 
would be the effect on workers’ morale to see such a 
bounty going to the wealthy? How would those 
whose incomes had remained stationary, or even fallen 
in 1941, react to a tax plan which specially favored 
those whose incomes had been abnormally high that 
year? And, most important, how would the morale 
of our fighting men be affected by a plan which would 
cancel billions of dollars of tax liabilities in the midst 
of a cruel and costly war? 


Ironically, the Rum! plan even fails to accomplish 
its avowed objective, namely, to put the taxpayer on 
a current basis. This failure arises from the necessity 
of adjusting annually the tax paid during the preced- 
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ing year to take account of year-to-year income varia- 
tions. If a man’s 1943 income is $3,000 while his 1942 
income was $10,000, he will currently have to pay a 
$10,000-level tax out of a $3,000 income; or if it is the 
other way around, he will pay a $3,000-level tax out 
of a$10,000 income. Changing the label on the tax has 
not put the taxpayer on a pay-as-you-go basis. In 
fact, the annual adjustment for the previous year’s 
payments means that taxes of persons with fluctuating 
incomes will be even further out of step with income 
than they are at present. Treasury studies using 
actual incomes of selected taxpayers over a 10-year 
period show that in every case taxes would have fluc- 
tuated more—would have been further out of step 
with income—under the Ruml plan than under the 
present payment method. 

The objective of putting the income tax on a current 
basis as an admirable one and deserves hearty sup- 
port. The sound way to accomplish this objective is 
to collect as much as possible at the source—that is, 
to withhold at least the basic part of the tax from 
wages, salaries, and dividends at the time they are 
paid. That is a truly pay-as-you-go method. 


Sales Taxes and Spendings Taxes 


| should like to mention one other tax controversy. 
It relates to the sales tax in comparison with the spend- 
ings tax. It cannot be emphasized too often or too 
strongly that the sales tax—entirely aside from its 


merits as a tax—is inadequate as an instrument of. 


It is too crude an instrument. It 
does not come within gunshot of dealing with the infla- 
tion problem facing us. 


inflation control. 


The spendings tax is a very different instrument. It 
was deliberately constructed to serve us in inflation 
control and was recommended by the Treasury to 
serve that function. Progressive rates and exemp- 
tions permit the spendings tax to be selective in its 
impact, bringing pressure to bear where pressure is 
needed. 

The Treasury has been, and is, opposed to a sales 
tax, not only because it is a poor instrument for infla- 
tion control, but, equally important, because it fails 
io differentiate among persons according to their tax- 
paying abilities. The sales tax distributes the cost of 
the war in a most inequitable manner. An income tax 
without exemptions levied at a rate of 10 percent on 
a $500 income, 6 percent on a $2,500 income, and 3 per- 
cent on a $10,000 income, would be called absurd. Yet 
this is precisely the manner in which the burden is 
distributed by a flat retail sales tax. People in the 
lowest income brackets are forced to spend all of their 
income on the basic necessities of life, while those in 
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the higher brackets have substantial savings which a 
sales tax does not reach. 

A tax on spendings as proposed by the Treasury 
exempts a minimum standard of living. It imposes 
higher rates on persons who can reduce their pur- 
chases substantially than on persons who cannot. And 
finally, it meets the inflation problem squarely. It re- 
moves billions of dollars directly from the spendings 
stream. And by providing a strong financial induce- 
ment to save, it would remove additional billions from 
the spendings stream indirectly. It combines equity 
with a real body-blow at inflation. 


Conclusion 


The war will be financed in one way or another. 
However, the job can be done badly and it can be 
done well. We can, if we wish, play ostrich, and re- 
fuse to enact the high taxes so urgently needed. But 
we shall only be fooling ourselves if we think that 
we shall thereby escape the burden of the war. There 
would be no surer way of bringing on inflation, with 
its disruptive costs both during and after the war. 
This will be doing the job badly. If through stiff in- 
come and spendings taxes, we distribute war costs 


fairly and strike boldly at inflation, we will be doing 
the job well. 
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A Substitute For Higher Taxes 


By GORDON D. SIMONS* 


AN WE substitute other revenue measures, at 
least partially, for taxes? 

The time-worn aphorism, “as certain as 
death and taxes,” will doubtless survive as long as 
Taxes are the 
price we pay for the benefits of a collective society. 


mankind continues to act in groups. 


A tax connotes an exaction. The dictionary includes 
in its definition, “a burden, an oppression.” 

Since most taxes are imposed to raise revenue, we 
will unmask our problem at the outset by considering 
a “governmental program for raising revenue,” not 
taxes. 

First, let us explore the elements of a sound rev- 
enue-raising policy. The attributes of a wise program 
should include: 

1. Ease of payment. It should impose the least 
burden upon the payers consistent with its purpose. 
It should be fair, for if it is not just it will foster a non- 
cooperative attitude. 

2. Ease of collection. It should be simple to admin- 
ister and inexpensive to collect in order to provide the 
highest percentage of net revenue. In this regard, due 
consideration must be given to adequate auditing of 
the payers’ returns both from the standpoint of rais- 
ing additional revenue and discouraging petty chisel- 
ing and fraud. 

Immediate revenue not 
only provides our government with current funds, but 
it also helps to check the inflationary process. 


3. Provide quick revenue. 


4. Provide substantial revenue. The program must 
be judged by its ability to raise large amounts. Many 
taxes are productive of but small revenue and should 
never have been imposed, since they harass the public 
out of all proportion to the revenue raised. 

5. Reach untapped sources. Many taxes are pro- 
ductive of much revenue, yet they are so levied that 
a large portion of the funds would have been collected 
through other taxes. This robbing process piles up 
the cost of administration without a commensurate in- 
crease in net revenue. 

6. Embody the principle of ability to pay. No 
revenue raising program, regardless of its other advan- 
tages, should be allowed to cut down the necessities 
of life of our people. This is especially true so long 
as our nation is imperiled by the threat of inflation 
because of excess purchasing power. 





* Certified Public Accountant; Secretary, 


The National Tax 
Forum; Member of the Missouri Bar, 
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7. Consistent with our 
war effort. Revenue rais- 
ing programs must be con- 
sidered in the light of their 
probable effect on the na- 
tional health, morale, and 
the inflationary process. 
Some taxes discourage the 
investment of new capital 
and technological improve- 
ments. It may be said that, 
during the war, capital 
will codperate with our 
war effort without thought 
of profit, but even in war 
times the possibility of 
losses is real, and when 
contingent gains are taxed 
almost out of existence, no 
one can doubt that capital will wish to avoid the risk 
of loss, when there is little to be gained from the 
venture even if it is successful. 





Gordon D. Simons 


It is not our purpose to evaluate present or proposed 
taxes in the light of the foregoing. We are searching 
for a revenue raising program which may be at least 
a partial substitute for taxes. Any plan must meet the 
tests of a wise revenue raising program as set forth 
if it is worthy of consideration as a supplement to our 
present tax structure. 


A National Lottery Proposed 


The idea of a national lottery is not new. It was 
employed during our revolutionary war; even now 
our government is supervising a lottery in Puerto Rico. 
Such a lottery is consistent with our federal constitu- 
tion, and when conducted from Washington, D. C., 
state constitutions would be no bar. 

The Gallup Poll estimates that 54% of our adult 
population gambled at least once during the last year. 
Once the taint of illegality is removed a much greater 
percentage than that estimated by Dr. Gallup would 
participate in a national lottery. Undercover gam- 
bling could not survive and-those people who live by 


-gambling would be obliged to find gainful employ- 


ment. This alone would greatly aid our war effort, 
besides eliminating the source of existence of a large 


criminal element in our society. 
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Lotteries have been opposed on the ground that they 
encourage people to spend money without adequate 
consideration in material goods, but it is estimated 
that during the next twelve months consumer pur- 
chasing power will outrun available goods by some 
20 billions of dollars. If this excess purchasing power 
is spent for consumer goods, it will be in direct com- 
petition with our war effort. A national lottery would 
absorb a large portion of these funds and help to arrest 
the inflationary process. When material goods are not 
available to consumers, spending for non-material 
things should be encouraged. 


The sale of tickets would be voluntary. All people 
could participate to the extent of their normal expendi- 
tures for recreation and entertainment. In addition, 
citizens now enjoying greater incomes than ever be- 
fore would use their newly acquired surplus purchas- 
ing power in this national program. This would be 
the least burdensome way for our people to contribute 
to our war effort for it would be voluntary. 


The program could be administered through our 
post offices with a minimum of expense. There would 
be no complicated returns to audit—no annoying in- 
vestigations by corps of government agents. Admin- 
istration expense would be negligible in comparison 
with other revenue raising measures. 

Weekly and monthly drawings would coincide with 
the creation of surplus purchasing power and would 
provide immediate revenue for our government while 
checking inflation. 

No reliable estimate of the amount of revenue ob- 
tainable from such a program has been made, but, con- 
sidering the extent of legal and illegal gambling in this 
country and the results of national lotteries in other 
nations, it is safe to say that government revenue 
would run into billions of dollars. 


Many of our citizens are experiencing a war-born 
prosperity. Some individual incomes have doubled 
without a corresponding increase in the cost of living. 
Automobiles, refrigerators, washing machines, in fact 
most heavy consumer goods are now off the market. 
This has created a surplus purchasing power in the 
hands of some of our people while others, not favored 
With increased earnings, have no surplus. A family 
accustomed to a $2,400 per year income over a long 
period of time does not have the same surplus as a 
family accustomed to $1,200 per year but now earning 
$2,400. Any tax levied on these families will either 
be an undue hardship on the first family, or it will 
fail to reach a sufficient portion of the income of the 
second family to stop the inflationary possibilities. 

Today our estimated surplus purchasing power of 
approximately 20 billions of dollars is the great un- 
tapped source toward which our revenue raising pro- 
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gram should be directed, yet no tax has ever been 
devised which can reach this surplus to any great 
extent without excessive burden on families not en- 
joying such surplus. A voluntary national lottery 
would protect our people having no surplus purchas- 
ing power and at the same time would reach a sub- 
stantial portion of the surplus in the hands of those 
who do have. 

The billions of dollars necessary for our war effort 
make it imperative to enact drastic revenue measures. 
We must reach all the surplus in the hands of our 
people, but we must not touch the essential amounts 
necessary for health and effciency. Income and sales 
taxes are not designed to draw a fine line of protection 
between families with varying living standards. When 
taxes were aimed at only a portion of the surplus 
earnings, the exemption allowed under the income tax 
provided a sufficiently accurate basis for taxation, 
but now that it is necessary to reach every last dollar 
of surplus earnings we must use a plan designed to 
get the surplus without undue hardship. The true 
measure of a family’s ability to contribute to our gov- 
ernment is the effect of the contribution on that indi- 
vidual family’s essential standard of living. 

The ability to pay taxes without hardship can not 
be measured by the income nor by the purchases of 
our people, rather it must be measured by the effect 
on the families’ standard of living. It is true that all 
of our people will of a necessity suffer a lowering of 
their standard of living. From this they should not, 
and will not, flinch but our revenue raising needs do 
not require that our people should be denied the neces- 
sities of life. We have people in each income group, 
the low, the middle, and the high, who can contribute 
more to our government without excessive sacrifice. 

Our 20 billions of dollars of excess purchasing power 
will, for the most part, be found in the low and middle 
income groups, yet many of our families in these 
groups can not be taxed to a greater extent than at 
present without cutting into their essentials of life. 
The conclusion is obvious. This surplus must be 
reached by voluntary methods. A national lottery 
would provide this method. 


The excitement and the chance of large winnings 
are natural appeals to the venturesome American people. 
Launched on a national scale the program would pro- 
vide stimulation and a much needed diversion from 
the long hours and anxieties of a people at war. 


The profits retained by our government would pro- 
vide guns, planes, tanks and ships. The surplus pur- 
chasing power of our nation would be diverted into 
war material and the danger of inflation would be 
averted. No ruthless levy would grasp the minimum 
essential of life from any American family. 








Taxes on Gifts Subject to Contingencies 


By WALTER L. NOSSAMAN ‘ 


O WHAT EXTENT are giits, incomplete be- 

cause contingent, subject to gift taxes? 

to certain recent decisions, it seemed rather 
obvious that there can be no gift tax in such a case. 
In the present discussion the writer proposes to in- 
quire briefly into the rationale of these decisions. 


Prior 


It seems plain that an incomplete gift is no gift. 
This is illustrated by Burnet v. Guggenheim,’ where 
the surrender, while the 1924 gift tax law was in effect, 
of a reserved power to amend or revoke a trust was 
held to bring the transfer within the act. The gift was 
held to have occurred when the transfer was complete 
In Sanford’s Estate 
v. Commissioner,? the same rule was applied to a 
renunciation by the grantor of his right to make further 
changes of beneficiaries. In Rasquin v. Humphreys,’ 
a trust created in 1934 was held not to come within 


and beyond recall, and not before. 


the gift tax where, although irrevocable, its terms per- 
mitted the settlor to change beneficiaries.‘ 

It would seem that the same principle should govern 
the case of a gift made in trust subject to reversion to 
the grantor upon the contingency of the beneficiary 
predeceasing him. Until the designated event occurs 
it cannot be determined whether the transfer is final 
The Board 
of Tax Appeals, in certain decisions (Schmidlapp and 
McCormack) which seem to the present writer en- 
tirely sound, has ruled that the Sanford’s Estate case 
applies under such circumstances.*® 


and irrevocable, and therefore complete. 


A petition to re- 
view the Schmidlapp case was nolle prossed. The 
A third 
similar decision, Michel® has been recently reversed 
on stipulation.’ In view of the Circuit Court of Ap- 
peals decisions referred to below, the outlook for the 
McCormack case is bad. 


McCormack case is pending on appeal. 





* Attorney at Law, Los Angeles, California. 

1 288 U. S. 280, 77 L. Ed. 748 (1933). 

2 308 U. S. 39, 84 L. Ed. 20 (1939). 

2 308 U. S. 54, 84 L. Ed. 77 (1939). 

*See also Helvering v. Hutchings, 312 U. S. 393, 396, 85 L. Ed. $09 
(1941; reservation of economic benefit or power of disposition in- 
volves no taxable gift); Higgins v. Commissioner, 126 F. (2d) 917. 


42-2 ustc § 10,189 (CCA-1; taxable gift occurs when control over eco- 
nomic benefits surrendered). 

The Sanford’s Estate rule has been applied where a grantor on 
arriving at the age of majority failed to avoid a transfer in trust 
made during minority. Commissioner v, Allen, 108 F. (2d) 961, 
40-1 ustc f 9133 (CCA-3), cert. den. 309 U. S. 680. 

5 Schmidlapp, 43 BTA 829 (1941); McCormack, 43 BTA 924 (1941). 
This and the Michel decision cite the earlier cases. 

* 43 BTA 1036 (1941). 


' Helvering v. Michel, 42-1 ustc § 10,184. 
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Commissioner v. Marshall 


The first of these cases, Commissioner v. Marshall,* 
involved two irrevocable trusts established in 1937, 
“ach providing for distribution of the income to the 
respective beneficiaries (not the grantor) for life, the 
principal in each case to go to the grantor if she 
survived the named life beneficiary. If the grantor 
was deceased, the principal was to go to her children 
or their issue. 

Obviously the life interests were within the gift tax, 
and the parties so stipulated. They disagreed as to 
whether the remainders to the grantor’s children or 
their issue, arising only in the event the grantor 
predeceased the life beneficiary, were to be included. 
Reversing the Board of Tax Appeals, the court in an 
opinion by Frank, C. J., held the remainders taxable. 
The opinion starts off with the following statement, 
believed to contain a fallacy: 

“As an original proposition, the taxability of the contingent 
remainders would seem beyond question. No one would 
dispute—least of all, we assume, the taxpayer or the children 


—that there was generosity here; the taxpayer lost, and thie 
children gained, property interests of substantial value.” 


The court then refers to definitions of property, travs- 
fer, etc., in the Senate and House Reports on the Act. 

Having adopted as a premise that the children re- 
ceive something which it was wholly uncertain they 
would ever get, the court then puts the taxpayer in the 
predicament of having to escape from a dilemma which, 
it would seem, had not existed prior to the court’s 
pronouncement. Ignoring what seem to be the plain 
implications of Sanford’s Estate v. Commissioner and 
Rasquin v. Humphreys, supra, the court seizes upon cer- 
tain expressions in Helvering v. Hallock, to the effect 
that “the law of contingent and vested remainders is full 
of casuistries,” of “niceties of conveyancing” which 
derive from “medieval concepts”; that “Distinctions 
which originated under a feudal economy when land 
dominated social relations are peculiarly irrelevant in 
the application of tax measures now so largely directed 
toward intangible wealth.” Judge Frank then pays 
his respects to Coke, whose ghost is said to have 
been haunting the estate tax until the Hallock case: 


“Unscrupulous and unreliable in his life, Coke should not 
govern us from the grave. We should be grateful that, at 
least in a limited area, Mansfield’s modern and more congenial 
spirit has finally conquered Coke’s and that of his disciple 


Fearne. Turn to page 694 


8125 F. (2d) 943, 42-1 ustc § 10,132 (CCA-2). 
® 309 U. S. 106, 40-1 ustc § 9208 (1940). 
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IRREVOCABLE TRUSTS 


From a Gift Tax Point of View 


By M. N. FRIEDLAND“ 


there appeared an article of mine, entitled “Irrev- 
ocable Trusts; The Hallock and Sanford Cases; 
Observations and Comments.” The Sanford decision 
was promulgated on the 6th day of November, 1939, 
and the Hallock—on the 29th day of January, 1940. 
The Hallock decision was favorably received by the 
“commenting fraternity,” the Sanford one did not fare 
as well. The very clear and concise opinion of the 
Supreme Court in said case was “construed”, “inter- 
preted” and its “meaning limited” to the facts in that 
case, the very opposite procedure used in following the 
Clifford decision. ‘Fhe result of same was chaotic 
thinking, the extent of which is noticeable from the 
following excerpt of the McLean opinion * to the effect 
that: 


| THE October, 1941, issue of the Tax Magazine 


. since Sanford and Hallock, supra, came down to con- 
fuse and confound followers and expounders of gift tax law, 
the voices of both board members and circuit judges are 
merely voices crying in the wilderness, and perhaps until the 
Supreme Court has spoken authoritatively on the question 
they would do best to decide the questions posed with as 
little bewordling and as few reasons as possible. Cf. Paul 
Federal Estate and Gift Taxation, Chapters 7 and 17.”(Italics 
supplied.) 


Such chaos is, of course, but a “tempest in a tea pot”. 
[tis the result of an unsuccessful attempt to coordinate 
gift, estate and income taxes (as far as irrevocable 
trusts are concerned) in a manner and form which 
neither Congress nor the U. S. Supreme Court thought 
necessary or advisable to do. 

In order to clear up the fog surrounding such a con- 
fused thinking, attention will again be called to the 
Hallock and Sanford decisions, even though at the 
expense of repetition and borrowing excerpts from 
said article. Hence, an analysis of the Hallock and 
Sanford decisions and the most important decisions 
following same. 

The Hallock decision deals with estate taxes. Its 
important feature consists of overruling the decisions 
in the two St. Louis Union Trust Co.? cases and fol- 
lowing the decision in the Klein case.* By that deci- 
sion the Supreme Court turned a possible reverter into a 
reverter proper or remainder (from an estate tax point 
of view). 

i Attorney at Law, Chicago, member of Illinois and New York 


ars, 


1127 Fed. 2d 942. 
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In the Klein case, the ' 
Commissioner, as_ usual, 
assessed the entire estate 
for estate tax purposes 
(value of gifted life estate 
included). When the mat- 
ter became the subject of 
controversy before the 
Court of Claims, the Com- 
missioner voluntarily re- 
duced said assessment, by 
excluding the value of the 
life estate and assessing 
the remainder. Thus, when 
said case reached the Su- 
preme Court, the only 
question then involved was 
whether the remainder was 
subject to estate tax. The 
Supreme Court found it to be so, thus sustaining the 
Commissioner in that respect. 


M. N. Friedland 


Irrespective of the Commissioner’s contention before 
the Supreme Court in the Klein case, and the decision 
of the Court, pertaining to same, the Commissioner 
again assessed the entire estate in the Hallock case. 

When the Hallock matter came up for hearing before 
the U. S. Board of Tax Appeals, the Commissioner 
again voluntarily reduced the assessment by subtract- 
ing from the value of said entire estate, the value of the 
life estate portion thereof. Thus, when the Hallock 
case reached the Sixth Circuit Court of Appeals first 
and then the Supreme Court, the only question sub- 
mitted was whether the remainder became subject to 
the provisions of the Estate Tax Act. The Supreme 
Court held same subject to the estate tax act, thereby 
sustaining the Commissioner in that respect. 

Particular attention is called to the fact that neither 
before the Circuit Court of Appeals nor the Supreme 
Court did the Commissioner claim that the value of the 
possible reverter only is subject to estate tax. His 
contention was that the value of the remainder, that 
is the value of the entire estate less the value of the life 





2 (Helvering v. St. Louis Union Trust Co., 296 U. S. 39, 56 S. Ct. 
74, and Becker v. St. Louis Union Trust Co., 296 U. S. 48, 56 S. 
Ct. 78). 

3 Klein v, U. S8., 283 U. S. 231, 51 S. Ct. 398. 
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estate, is subject to the estate tax. And the Supreme 
Court sustained the Commissioner’s contention in that 
respect. It is, therefore, of more than ordinary im- 
portance to remember both—the Commissioner’s con- 
tention and the Supreme Court’s decision in the Hallock 
case. The Commissioner’s attitude in this respect, 
seemingly, is in the process of being changed, judging 
by his contention in the Estate of Horatio Gates Lloyd 
case.* 
x Ok OK 
The Sanford decision deals with gift taxes. 
The main bone of contention in said case is a reser- 
vation made by the grantor of a trust empowering him 
to change beneficiaries. The court held such convey- 
ance incomplete, hence, not subject to the provisions 
of the Gift Tax Act, until such provision is renounced, 
at which time such gift will become subject to the 
provisions of the Gift Tax Act. Trying to ascertain 
“the correct construction of the statutes taxing gifts 
in the light of the closely related provisions of 
the revenue laws taxing transfers at death” and taking 
into consideration the fact “that the essence of a trans- 
fer is the passage of control over the economic benefits 
of the property rather than any technical changes in 
its title’, the court comes to the conclusion 


“ec 


that a retention of control over the disposition of 
trust property, whether for the benefit of the donor or others, 
renders the gift incomplete until the power is relinquished 
whether in life or death.” (Italics supplied.) 


Thus, an incomplete gift becomes complete when 
the respectively mentioned retained power is relin- 
quished during grantor’s lifetime. Then, and not until 
then, the transfer in question becomes subject to the 
gift tax. If such retained power is not relinquished 
during the grantor’s lifetime, then the transfers in 
question become complete at the grantor’s death. Death 
being the “generating force” of making such transfers 
complete, hence, the respective estate becomes subject 
to the estate tax. 


“There is nothing in the language of the statute,”—the 
court further states—‘“and our attention has not been directed 
to anything in its legislative history to suggest that Congress 
had any purpose to tax gifts before the donor had fully parted 
with his interest in the property given, or that the test of 
completeness of the taxed gift was to be any different from 
that to be applied in determining whether the donor has retained 
an interest such that it becomes subject to the estate tax upon 
its extinguishment by death.” (Italics supplied.) 

“Property transferred in trusts’—the court continues— 
‘subject to a power of control over its disposition reserved to 
the donor is likewise required by paragraph 302 (d) to be 
included in the gross estate. But it does not follow that the 
transfer in trust is also taxable as a gift.” (Italics supplied.) 


The court further states: 


“We think as was pointed out in the Guggenheim case, supra, 
288 U. S. page 285, 53 S. Ct. page 370, 77 L. Ed. 748, that the 
gift statute does not contemplate two taxes upon gifts not 
made in contemplation of death, one upon the gift when the 
trust is created or when the power of revocation, if any, is 





#47 B. T. A. — No. 52; decided July 16, 1942. 
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relinquished, and another on the transfer of the same property 
at death because the gift previously made is incomplete.” 


Finally, the court states: 


“The argument of petitioner that the construction which 
the Government supports here, but assails in the Humphreys 
case, affords a ready means of evasion of the gift tax is not 
impressive. It is true, of course, that under it gift taxes will 
not be imposed on transactions which fall short of being 
completed gifts. But if for that reason they are not taxed 
as gifts they remain subject to death taxes assessed at higher 
rates, and the Government gets its due, which was precisely 
the end sought by the enactment of the gift tax.” (Italics 
supplied. ) 


That much for the correlation of the gift and estate 
taxes. The court, however, does not overlook the 
subject of income tax. In reference to same the court 
States: 


“Nor do we think that the provisions of Sec. 219(g) of the 
1924 Act, 43 Stat. 277, 26 U. S. C. A. Int. Rev. Acts, page 31, 
have any persuasive influence on the construction of the gift 
tax provisions with which we are now concerned. One pur- 
pose of the gift tax was to prevent or compensate for the 
loss of surtax upon income where large estates are split up 
by gifts to numerous donees. Congress was aware that donors 
in trust might distribute income among several beneficiaries, 
although the gift remains so incomplete as not to be subject to 
the tax. It dealt with that contingency in Sec. 219(g) which 
taxes to the settlor the income of a trust paid to the benefi- 
ciaries where he reserved to himself an unexercised power 
to ‘revest in himself title’ to the trust property producing the 
income. Whether this section is to be read as relieving the 
donor of the income tax where the power reserved is to 
modify the trust, except for his own benefit, we do not now 
decide. If Congress, in enacting it, undertook to define the 
extent to which a reserved power of control over the dispo- 
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sition of the income is equivalent to ownership of it so as to 
mark the line between those cases on the one hand where 
the income is to be taxed to the donor and those on the other 
where, by related sections, the income is to be taxed to the 
trust or its beneficiaries, we do not perceive that the section 
presents any question so comparable to that now before us as 
to affect our decision. We are concerned here with a question 
to which Congress has given no answer in the words of the 
statute, and it must be decided in conformity to the course 
of judicial decision applicable to a unified scheme of taxation 
of gifts whether made inter vivos or at death. If Congress, 
for the purpose of taxing income, has defined precisely the 
amount of control over the income which it deems equivalent 
to ownership of it, that definition is controlling on the courts 
even though without it they might reach a different conclu- 
sion, and even though retention of a lesser degree of control 
be deemed to render a transfer incomplete for the purpose of 
laying gift and death taxes.” (Italics supplied.) 


(Section 219(g) referred to in the opinion is equivalent 
to section 166 of the present Revenue Act.) 

The Board in the Stein case * and the Second Circuit 
Court of Appeals in the Buck ® case have since an- 
swered the question raised by the Supreme Court, 
when it stated: 


“Whether this section 219(g) is to be read as relieving the 


donor of the income tax where the power reserved is to modify 


” 


the trust, except for his own benefit 


5°41 B. T. A, 994. 
* 120 Fed. 2d. 775. 


The Supreme Court Building 
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The Board and the court, respectively, charged the 
donors of the respective trusts with the income of 
same. 

This is the sum and substance of the Sanford deci- 
sion. Now, we shall turn our attention to the most 
important cases following it. 


Decisions Following the Sanford Case 


The most important cases following the promulga- 
tion of the Hallock and Sanford decisions are: 

Commissioner v. Marshall,’ 

Commissioner v. McLean,® 

Higgins v. Commissioner,® 

Helvering v. Robinette.’ 

However, before proceeding with the analysis of 
same, attention will be called to the decision in the 
case of Hughes v. Commissioner," decided May 29, 1939, 
that is before the Hallock and Sanford decisions were 
promulgated. This decision was approved and _ fol- 
lowed in the Marshall case, heretofore mentioned. 

The pertinent facts in the Hughes case are as follows: 

Hughes, the grantor, created an irrevocable trust for 
the benefit of his parents. It contained a possible 
reverter provision. The grantor made a gift tax re- 
turn including, however, only the value of the life 
estate of said gift. The Commissioner claimed the 
value of the entire estate should have been included. 
B. T. A. under the authority of the two St. Louis Union 
Trust Co. cases, heretofore mentioned, sustained the 
Commissioner. The taxpayer then moved the Board 
for leave to introduce evidence showing the value of 
the possible reverter, and have same subtracted from 
the value of the entire estate. This motion was denied 
by the Board without comment. The Circuit Court of 
Appeals sustained the Board, stating, however, that: 
“Such value should have been deducted from the value of 
the securities transferred, but there was no evidence of such 
value submitted to the Board.” 

-/* © 

The Marshall case is of more than ordinary importance. 
The reasoning of the Board and the Second Circuit 
Court of Appeals deserve particular consideration. 
Even though the Board’s decision in that case was 
reversed, the reasoning still stands unaffected. Hence, 
we shall pay attention first to the facts in this case as 
well as to the Board’s reasoning, as they appear from 
the Board’s opinion, before proceeding with the analysis 

of the court’s opinion. 


The taxpayer established two irrevocable trusts. _ 


“The principal of each trust fund”—the Board states—“‘was 
to be distributed to the petitioner upon the death of the life 
beneficiary, if the petitioner were then living, but in case 





7125 Fed. 2d. 943. 
8 127 Fed. 2d. 942. 
9129 Fed, 2d. 237. 
10 129 Fed. 2d, 832. 
11104 Fed. 2d, 144. 
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the petitioner were not then living, the principal was to be 
distributed among the children and their issue per stirpes.” 

“The remainder interest after the death of the life benefi- 
ciaries in each trust’”—the Board states—‘will either go to 
the children of the petitioner or revert to the petitioner. But 
it can not do both.” 

“The parties have stipulated the values which an actuary 
attributes to the reversionary interests of the mother and to 
the remainder interests of the children. The question here, 
however, is not one of the probabilities as to which way the 
remainder will go and values based thereon, but it is whether 
the petitioner made any gift in 1937 of the remainder interests 
to her children.” (Italics supplied.) 


Finally the Board comes to its conclusion by stating 
that: 


“The trust agreements c/early evidence the petitioner’s in- 
tention to transfer by gift only the life estates and to retain 
in herself a remainder interest in the entire corpus. The trust 
instruments accomplished her purpose. The remainder in- 
terests in the children are wholly contingent upon her death 
prior to the termination of the life estates and upon the 
ascertainment at that time of the particular remaindermen who 
will take. The death of the petitioner is the indispensable event 
which may bring one or another of these contingent interests 
into being. If the petitioner should survive the life tenants, 
then the children will get nothing. The transfers of the 
remainder interests to the children are to take effect only 
in case the petitioner fails to survive the life tenants. Thus, 
those transfers are to take effect in possession or enjoyment, 
if at all, after the death of the petitioner. Should the property 
thus pass at her death, its value will be included in her gross 
estate for estate tax purposes even though she retained for 
herself only a possibility of reverter. Sec. 302(c) of the Rev- 
enue Act of 1926, as amended; Klein v. United States, 283 VU. S. 
231; Helvering v. Hallock, 309 U. S. 106. The Supreme Court 
has said that the gift tax and the estate tax are in pari materia 
and must be construed together; Congress had no purpose to 
tax gifts before the donor had parted fully with his interest 
in the property given; and the test of completeness of a 
transfer for gift tax purposes is the same as that applied in 
determining whether the donor had retained an interest sub- 
ject to the estate tax upon its extinguishment at death. Sanford 
v. Commissioner, 308 U. S. 39.” (Italics supplied.) 


The Board, therefore, sustained the taxpayer’s con- 
tention. 


Now let us proceed with the study of the court’s 


opinion. Referring to the issues involved, the court 


states that: 


“At the hearing before the Board the parties were in agree- 
ment that there was a gift of the value of the life estate in 
each trust and that the value of the taxpayer’s reversionary 
interest in each trust is excludible in computing the taxable 
gift. The parties were in disagreement only as to whether 
the value of the contingent remainders to the grantor’s chil- 
dren and their issue was properly includible in determining 
the taxpayer’s taxable gifts for 1937. The Board of Tax 
Appeals held that the value of such contingent remainders 
was not so includible. We do not agree with the Board's 
conclusion.” 


The court then comes to the conclusion that the 
contingent remaindermen have gotten “something”, 
even though the value of same can not be exactly 
ascertained. “Values” in general, the court main- 
tains, and the methods used to ascertain same, are far 
from being perfect. Yet, there is no reason for despair. 


“Accordingly”—the court states—‘“we reject the argument 
that merely because the ‘value’ of the contingent remainders, 
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measured actuarily, may be inaccurate, Congress must be 
deemed to have intended that such remainders should not 
be subject to the gift tax.” 


Referring to “values” and their ascertainment, the 
court further states: 


“Much could be said for such a contention, if the donor 
in this case had reserved the power to alter the trust so that 
the actual enjoyment or non-enjoyment of the remainders 
depended on the donor’s decision; in such a case there would 
be no feasible measure of the ‘value’ of the remainders, for 
there are no tables or other means for even roughly measuring 
the whims or fancies of such a donor.” (Italics supplied.) 

“Respondent’s next argument’”—the court states—‘‘proceeds 
on the assumption (which we adopt arguendo) that under 
Helvering v. Hallock, 309 U. S. 106, 60 S. Ct. 444, 84 L. Ed. 
604, 125 A. L. R. 1368, the remainders here will be included 
in the donor’s gross estate for estate tax purposes. Making 
that assumption, it is contended that such remainders are 
exempt from the gift tax because, it is said, the Sanford case 
holds that (with a single exception not applicable here) 
Congress did not intend to impose a gift tax on any interest 
in property which is subject to the estate tax. We cannot 
accept that interpretation of the Sanford decision, for it ignores 
the fact that the court’s discussion of the overlapping of the 
two taxes centered on the factor—significantly not present 
here—that the donor there reserved the power to change the 
remaindermen.” (Italics supplied.) 

“But in the case at bar, if the donees are deprived of thie 
remainders, the deprivation will not be by the act of the donor, 
but solely because the grim reaper mows down the life tenants 
during the life of the donor.” (Italics supplied.) 

“The common-sense man on the street would believe that the 
donor had made a gift to the children. The Treasury, we 
think properly, has made regulations which jibe with that 
understanding.” (Italics supplied.) 


Referring to the Sanford case, the opinion states: 

“The court’s entire discussion of the overlapping of giit 
and estate taxes shows that it was confining its attention to 
cases where there is such a reserved power as is not found i 
the instant case.” (Italics supplied.) 

Referring to the Bullard’? case where a vested re- 
mainder, after a life estate, became subject to the esta/c 
tax, the court makes certain implication (instead of 
taking into consideration the fact that the trust there 
in question was made in 1932, after the enactment of 
Congressional Joint Resolution of March 3, 1931, that 
the subject of section 302(c) was involved and that the 
estate in question was never subject to gift tax) and 
states: 


“It follows, then, that the Sanford case did not exclude 
double taxation excepting only as to gifts made in contem- 
plation of death.” 


And this conclusion was arrived at by the Second 
Circuit Court of Appeals in spite of the following 
clear and specific statement contained in the excerpt 
from the opinion of Chief Justice Stone in the Sanford 
case, which excerpt reads as follows, to-wit: 


“We think, as was pointed out in the Guggenheim case supru, 
288 U. S. page 285, 53 S. Ct. page 370, 77 L. Ed. 748, that th: 
gift statute does not contemplate two taxes upon gifts not 
made in contemplation of death, one upon the gift when th« 
trust is created or when the power, if any, relinquished, and 
another on the transfer of the same property at death because 
the gift previously made is incomplete.” 


Turn to page 683 
12 303 U.S. 297; 58S. Ct. 565. 
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FISCAL ASPECTS OF 
URBAN BLIGHT 


By BASIL C. RODES** 


N THE PAST few years an increasing body of 

citizens, public or semi-public groups, and gov- 

ernment officials have become cognizant of the 
spreading of urban decay and have recognized the 
dangers generated by the accumulation of blight in 
cities. Property owners, residents, businessmen, and 
government entities have been increasingly con- 
fronted with problems arising from this condition. 
Local governments in particular have been struggling 
with many problems, meeting difficulties in planning 
as well as in balancing the outgo with the available 
income which is constantly depleted in these areas. 


No attempt will be made here to analyze the causes 
of decay in urban centers or ponder upon the forces at 
work in creating blighted areas. Likewise, no effort 
will be made to review the consequences of the Na- 
tional defense program upon decentralization and 
blighted areas. The scope of this article is to present 
the fiscal aspects of urban “blight” and to discuss the 
financial implications of rehabilitation as they affect 
local governments. 

It may be pointed out, that allowing for the effects 
of the defense program, there are certain common oc- 
currences in blighted areas. Properties are generally 
run down, the structures have been neglected and are 
in need of repairs and improvements, vacancies are 
high, rents are low, non-conforming uses are wide- 
-pread, and values are steadily deteriorating. Never- 
theless, assessed valuations remain higher than true 
values because of the very slow process of adjustment 
ind the reluctance of cities to reduce their tax base. 
'roperty incomes are subnormal and landlords are 
unable to meet current taxes, resulting in the accumu- 





* The views expressed by the author in this article are not neces- 
sarily those of the Federal Housing Administration. 


** Housing economist, Washington, D. C. 





lation of tax delinquency. 


All in all, properties have 
outlived their economic usefulness and economic 
capacity, but neither the property owner nor the city 
[is] willing to recognize this condition. 


Municipal Operating Losses Sustained 


In the face of these developments, the local govern- 
ment meets many operating difficulties and problems. 
Revenues derived from blighted areas are not equal 
to those collected in other residential sections. But 
government services and functions must be main- 
tained, even though they are often inadequately uti- 
lized. Such city services as fire and police protection, 
school and library facilities, street and sewer mainte- 
nance (although often neglected) must be sustained. 
Moreover, welfare and relief outlays must be ade- 
quately supported in these areas. As a matter of fact, 
welfare and relief services are higher in blighted areas 
than in other residential sections of the city. All these 
workings tend to raise government operating costs in 
blighted areas not only in relation to the revenue de- 
rived in these areas, but in comparison to other resi- 
dential sections of the community. 

As a result, the municipal entity suffers a substan- 
tial loss in its operation of blighted areas quite apart 
from the general operating pattérn of residential areas. 
It must be recognized that few residential areas in 
Cities generally de- 
pend upon industrial and particularly, mercantile prop- 


most cities pay their own way. 


erties to produce excess revenues to cover losses in 
other sections. However, allowing for this condition, 
it becomes evident that there is an excessive operating 
loss in these areas. The actual loss depends upon 
many factors. Some of these elements are, extent and 
seriousness of blight, nature and character of gov- 
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ernment functions and services, and prevailing eco- 
nomic conditions at each period of time. The state 
of business is of particular significance in these areas, 
because both tax collections and operating expendi- 
tures, especially welfare and relief outlays are directly 
affected. 

There are no exhaustive surveys available to reveal 
the exact operating status of blighted areas in many 
cities in so far as they affect iocal governments. But 
there are scattered studies made in Boston, St. Louis, 
and Birmingham throwing some light on this complex 
problem. These studies show that the operating loss 
in blighted areas is substantial. Whether this loss is 
attached to the areas themselves or to the population 
residing in these areas has not been conclusively 
demonstrated as yet. 

In Boston, the first survey? covering six blighted 
areas and reflecting 1933 operations showed that the 
loss amounted to $79 per resident of these areas. A 
second study? covering the entire city by census 
tracts, conducted in the following year (1934), indi- 
cated that the aggregate loss in those tracts which 
were classified as “low rent residential” averaged $48 
per resident. There was a considerable variation in 
losses, the highest being $81 per capita in one par- 
ticular census tract. These calculations incorporate 
all municipal revenues collected in these areas and 
take into consideration all municipal costs allocated 
to the same areas. 

In St. Louis, the survey* covered 13 districts of 
different types and was based on average results re- 
ported for the five-year period, 1930-1935, taking in all 
Of the 13 districts, four 
were classified as blighted areas, and the loss to the city 
in these areas varied (average) from $23, to $32 per 
capita of the residents of these areas. The loss shown 
was attributed mainly to higher relief and school costs 
as compared to other residential areas of the city. It 
may be noted, moreover, that operating costs in 
St. Louis are relatively low ; lower than those in other 
comparable size cities. 


phases of business activity. 


These surveys were made during the depression 
period when relief expenditures were high while rev- 


enues were relatively low. This is particularly true 


in Boston where the first study covered the worst 


year of the depression. In that vear, relief outlays in 


Boston represented nearly 50 percent of total operat- 


‘ Report on the ‘“‘Income and Cost of Six Districts’’ in the City of 
Boston, submitted by the City Planning Board (Boston, Mass.) as 
E. R. A, Project numbers 2235-F2-104, 2235-F2-104A, X2235-F2-V46. 


? Report on the ‘‘Income and Cost Survey”’ of the City of Boston. 
submitted by the City Planning Board (Boston, Mass.) as E. R. A. 
Project number X2235-F2-V46. 

’“A Year of City Planning,’’ Works Progress Administration 
Official Project, Number 1443, under the direction of the City Plan 
Commission, St. Louis, Missouri. (Note: The Birmingham survey 
was made by the local health officer and lacks the elements of 
scientific approach to a statistical research subject.) 
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ing expenditures in those areas. Nevertheless, on the 
basis of these surveys and making other financial com- 
parisons in various municipalities, it becomes evident 
that cities as a whole sustain a considerable loss in 
the operation of blighted areas. That there is a loss 
in urban blight is generally recognized by all inter- 
ested parties. It is only a question of determining the 
real cause of this condition and estimating the excess 
loss incident to blight alone—something which has 
yet to be proven. 


Effects of Blight on Government Services 


An upshot of blight has been the tendency on the 
part of local governments to neglect the upkeep of 
municipal properties and services, and to postpone 
worthwhile improvements, adding to the general decay 
of these areas. This development, of course, finds 
partly its origin in the existing unsatisfactory financial 
position of our local governments, most of which has 
been the accumulation of former municipal extrav- 
agances. Subsequent dislocations have not been fully 
readjusted despite the aid received from the Federal 
Government in the past few years. 

Another contributing element closely interrelated 
to this condition is the need for capital improvements 
in newly settled, outlying areas. Local governments 
find themselves compelled to undertake the financing 
of new services and functions in the newly settled 
territories to which oddly enough the residents from 
blighted areas usually vacate. New fire houses and 
police stations must be built ; new streets, sewers, and 
water mains must be laid out; new transportation 
facilities must be established; new school houses, 
libraries, and hospitals must be opened up; and new 
parks and playgrounds must be acquired. 

Obviously, most cities cannot do both at the same 
time—maintain old properties and services and create 
new ones. Duplication of services and functions is a 
serious drain on the financial resources of our cities. 
Many municipalities cannot withstand this strain. 
They face serious difficulties with budget balancing. 
They are unable to provide sufficient services or main- 
tain adequately their properties or meet their debt 
obligations at the same time. Arrears and accumula- 
tions further complicate efforts toward rehabilitation. 

The problems facing private industry are equalls 
complicated. As a general rule these areas contain 
heavy railroad, utility, and business investments. 
Abandonment of these investments not only would re- 
sult in a substantial loss to those holders, but it would 
disrupt existing services and facilities which are 
usually strategically located. Business enterprises 
located in those areas have, likewise, built trade ar- 


rangements over a period of years, loss of which 
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would be an economic dislocation to the community, 
affecting business, labor, and government alike. 
Moreover, individual owners and institutional holders 
of mortgages have a paramount interest in the welfare 
of these areas. 


Essential Financial Prerequisites 


It has been generally agreed upon that it is to the 
benefit of all concerned to prevent a complete break- 
down in the existing unity and attempt rehabilitation, 
which must be carried out on a large scale, to be suc- 
cessful. However, as there are so many diverse inter- 
ests to be coordinated, it is maintained that this work 
must be undertaken under “government” leadership 
and cooperation. Because of its financial interest, 
local government is expected to participate in redevel- 
opment as well as to contribute to the financial success 
of the new enterprise. The financial relationships of 
the new project to the local government must therefore 
be ascertained in the light of recognized sound fiscal 
principles. 

There are certain aspects of redevelopment, such as 
the health and welfare of the population, which cannot 
be detailed in monetary values. However, there are 
other financial relationships which are measurable and 
can be compared to the city’s municipal financial ex- 
perience. It would appear logical, for example, to 
expect that the type of project and the cost of redevel- 
opment should be commensurate to the community’s 
economic capacity and resources. Contributions of 
the local government must necessarily be com- 
mensurate to the benefits to be derived by the com- 
munity and should be equal to the financial capacity 
of the municipality. Municipal contributions should 
not exceed the loss sustained by the municipality in 
the current operation and maintenance of its blighted 
areas. Likewise, municipal costs and outlays should 
be comparable to those experienced in newly devel- 
oped outlying areas. Obviously, excessive costs and 
outlays should be avoided as they usually have the 
ultimate effect of restricting economic opportunity. 


Comparative Values Decisive 


It has been generally recognized that capital outlays 
from the standpoint of the municipal government are 
higher in newly developed areas than the cost would 
be to improve, rearrange, and reéstablish existing 
municipal facilities in rehabilitated areas. This would 
be particularly true if costly transportation facilities 
were to be established. On the other hand, operating 
costs should be lower in newly developed areas be- 
cause of the more efficient utilization of services. In 
contrast to this, operating costs in redeveloped areas 
should remain relatively higher although a betterment 
should result from rehabilitation. 


(Turn to page 675) 
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José Silva 


HE OBJECT of this article is to examine into 

the problem of the concurrent fiscal laws in the 

Federal Mexican Republic, particularly con- 
sidering the work developed in this field within the 
last fifteen years. 


The First National Fiscal Convention 

The fiscal organization in Mexico is composed of 
two groups of taxes and duties: those imposed by the 
Federal Government and those by the several States 
and Cities that constitute the nation. 


It is interesting to remember that the creation of 
the Federal State (1824)—as occurred in the case of 
the Republic of Brazil '—in itself is a characteristic 
example, since it was due to the direct transformation 
of the State though existing in a simple form that 
voluntarily recognized a certain autonomy to the vari- 
ous regions or provinces which form it.? 

During various decades the few technicians who 
were interested in fiscal matters brought to light the 
many contradictions, incongruities and dangerous 
contrapositions and urged the modification of the pres- 
ent systems in order to give, as much as possible, an 
unmistakable character to the organization whether 
it be the Federal Law of Receipts or be it for local 
purposes. 

It is true that in the years 1883 and 1891 two con- 
ferences of representatives of the States were called 





* Professor of Political Economy, National University, Mexico 
City, Mexico. Formerly Advisor in the Department of National 
Economy and in the Treasury Department of Mexico. 

1Le Fur: L’état fédéral et la confédération d’états, p. 560. 

2 The Mexican Republic is composed of 28 states, 1 Federal Dis- 
trict and 3 Territories: Article 43 of the present Constitution men- 
tions as integral parts of the Federation the States of Aguascalientes, 
Campeche, Coahuila, Colima, Chiapas, Chihuahua, Durango, Guana- 
juato, Guerrero, Hidalgo, Jalisco, México, Michoacan, Morelos, 
Nayarit, Nuevo Leén, Oaxaca, Puebla, Querétaro, San Luis Potosi, 
Sinaloa, Sonora, Tabasco, Tamaulipas, Tlaxcala, Veracruz, Yucatan, 
Zacatecas, the Federal District. The Territories, in actuality, are 
the North and South of Lower California and Quintana Roo. 
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By JOSE SILVA* 


with the idea in mind of abolishing the “alcabalas”— 
vexatious taxes—and give a certain unity to the fiscal 
organization. But up to the year of 1925 it was use- 
less and in the financial matters of the States and the 
Federation interferences, contrasts and sometimes 
even open conflicts were perpetrated. 

In 1925, the Secretaria de Hacienda y Crédito 
Publico invited all the States to send their delegates tu 
what was called “The First National Fiscal 
Convention.” Since the need for this had been felt for 
a long time the States responded to the call with in- 
terest and the Convention was held between August 
10 and 22, 1925, with representatives of all the States 
present. 


It is interesting to quote here parts of the Call that 
was sent on that occasion to the Governors of the 
States which appear to clearly indicate the tremendous 
deficiencies which, up to that time, had been observed 
in the dual fiscal organization. 


“Inconveniences are the results of the lack of a technical 
criterion on fiscal legislation due, likewise, to the complexit) 
of tax laws, as well as the instability and the multiplicity of 
charges that fall upon a few sources of wealth. 

“Without considering differences in quota, rules, time periods 
of payments, and without also considering the city taxes, there 
exist in the Republic more than 100 different taxes. Eacli 
State establishes its own system of taxation, the Federa! 
Government has its own and since the objectives of thes« 
taxes are similar, as there is no concrete and definite plan of 
limitation between the federal and the local bodies to creat¢ 
taxation, there frequently arises a rivalry between the States 
resulting in actual economic war and creating indirect mer- 
chandising taxes, verbi gratia, real local import taxes that, 
with the view in mind of sustaining the State incomes from 
production, are illegally established. The tariff becomes un- 
bearable each time due to the multiplicity of quotas, fines 
and surtaxes, increasing the complexity of the system ani 
increasing in a disproportionate and unjustifiable manner the 
expenditures for collection, inspection and administration of 
public finances. 
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‘As there is no agreement between the States and the Fed- 
eration it frequently occurs that the laws of taxation are 
contradictory, falling heavily upon the same source while leav- 
ing others free. Finally, there is no personnel nor morale 
to orientate or coordinate legislation in the Republic; parallel- 
ism between the local and federal powers adds to the load of 
the fiscal obligations upon the taxpayer and also increases the 
unproductive load for the budget; the multiplicity and insta- 
bility of the fiscal laws, the constant duplication of ‘taxation, 
the complexity of rules, offices and authorities introduce fiscal 
anarchy, destroy economic unity in the Republic, sap the 
income of the majority and close all possible avenues of eco- 
nomic development and well-being. 

“If to these considerations are added the innumerable cases 
of corruption, many of them sanctioned by the same laws, 
more than thirty different fiscal agencies, complicated, costly, 
slow, inefficient when not immoral; if added to these the 
multiple procedures borne out of the same complicated fiscal 
regime act to defeat the action of the Treasury placing the 
load of taxation upon a few; if, finally, is considered the 
national and international economic situation in Mexico, there 
is an apparent necessity to act urgently and make a technical 
study of our taxation system, point out its gravest defects 
and correct them with decision without wavering for any 
occasional and secondary considerations before the magnitude 
of our economic problem. 

“It is indispensable, at present, to proceed to eliminate local 
and national competition in the field of taxation, as well as 
to determine a plan of national arbitration in order to unify 
the fiscal system in the entire Republic, reducing the costs of 
taxation and administration, increasing the yield of the income 
tax and having it fall more evenly among the taxpayers. Finally, 
it is necessary to see about the creation of a permanent 
organ which will occupy itself in studying the ever-changing 
needs and circumstances of national economy and propose the 
measures which must be adopted on fiscal matters throughout 
the country, as well as to watch the fulfillment of the plan 
of receipts which may be established. In order to realize this 
proposal it becomes necessary to call a convention repre- 
sentative of all the States.” 


In this convention in 1925 there were many long 
discussions that at times became almost violent; the 
dictum of a specially named commission to study the 
problem of parallelism and constitutional reforms was 
not approved entirely by the convention, but the fol- 
lowing important conclusions were accepted: 


“An Amendment to Article 131 of the Constitution of the 
Republic is recommended in the following terms: Every four 
years or whenever the majority of the States or the National 
Executive deem it necessary, there shall reunite in the capital 
of the Republic a convention consisting of the representative 
from each State and by one representative of the National 
Executive. This convention shall occupy itself in proposing 
the necessary taxation throughout the Republic, in unifying 
the taxation systems and in establishing the competence of the 
various fiscal authorities.” Omissis. 


An addition to Fraction III of Article 117 of the Con- 
stitution was recommended in the following terms: 


“The Federal Government, nevertheless, shall apportion to 
each local and city government sealed stamps with the name 
of each State or City so that these stamps, with the corre- 
sponding local seal, can be employed in the collection of 
federal taxes. 

“Tt is recommended to the Federal Executive that it organ- 
ize a Fiscal Advisory Body that will be in charge of: 

“(a) Facilitating the execution of the agreements made 
at the National Fiscal Convention, suggesting to the local 
“overnments the easiest ways of realizing the fiscal reforms 
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approved by this First Convention, that should serve as a 
base for new conventions. 


“(b) To study the course of application of these agreements 
reuniting and recommending to the local authorities the laws, 
dispositions and statistical datas. 

“(c) Prepare the work of future conventions. 

“(d) Investigate our natural and unexploited resources, 
with the object of laying financial plans upon the bases of 
increasing taxation only in proportion to the rising public 
wealth. 

“The distribution of these taxes, whose existence the Con- 
vention has agreed upon for the entire Republic, shall be 
made in the following terms: 

“(a) The right of the local authorities to establish and 
obtain taxes upon territorial property. 

“(b) The right of the local authorities to establish taxes 
upon noncommercial acts whose realization is limited to its 
jurisdiction, or upon the concessions that these same authori- 
ties give upon local services. 

“(c) The right of the Federation to establish general taxes 
upon commerce and industry. The local authorities shall 
participate in the fixation of the figure, the valuations and 
the determination of the increasing of individual taxes upon 
each taxpayer. Local authorities shall participate, further- 
more, on a percentage basis uniformily applicable to all the 
States until an agreement is reached between the States and 
the Federation, in tax returns in each locality. The tax col- 
lection of the part corresponding to the local authorities shall 
be made by said authorities separate from federal agencies 
using the sealed stamps mentioned in the second proposition, 
so that payment cannot be disputed while the respective sealed 
stamps which the receipt contains shall not be cancelled. 

“(d) Taxes upon inheritances and donations shall be estab- 
lished by the local authorities. The federal authority shall 
participate in the fixation of quotas and the determination of 
the increasing taxes in each case. The Federation, likewise, 
shall participate in the uniform percentage bases given for all 
the States in the tax results. Collection of taxes shall be made 
by the use of the stamps as cited in the above fraction. 

“(e) The uniformity of special taxes as recommended by 
the Convention shall be obtained through special conventions 
in which shall participate representatives of the Federation 
and the interested States and they shall convene by petition 
of any of the interested parties. 


“(f) When a special tax needs to be established by the 
Federation or by one or some States the administration of 
this tax shall be charged to committees, in the locality, com- 
posed of the relative fiscal authority and the representative of 
the Federation. 


“(g) Special taxes in which the Federation participates 
will be collected by use of sealed stamps. 


“(h) It is recommended that the Federal Government in- 
crease the Income Tax Law, establishing a tax on buildings 
so as to substitute the law which weighs upon capital in 
construction and improvements. 


“(i) Income tax results on buildings should go to local 
authorities. 


“The Federation cannot give its income for State subven- 
tions or for the use of purely local purposes. 


“Local incomes should be used exclusively in the service 
of the municipality.” 


As can be seen by the same text of the conclusions 
approved by the First Convention, some of them would 
be concerned with the Constitution of the United 
Mexican States and thus it was necessary that Con- 
gress approve a project of addition and constitutional 
reforms in order to limit the field of imposition by the 
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Federal Government, of the State and City govern- 
ments, and give life to a new fiscal regime. 

I recall, in passing, what the situation is in respect 
to the Constitutional Finance Law. 

The Constitution of 1812 brought to the attention 
of the Courts the right and need for fixing and dis- 
tributing taxes. But much later in 1836, 1843, and 
1856, the new legislative dispositions gave the right 
to establish taxes for the States and Cities to the de- 
partmental assemblies with the sole condition of sub- 
mitting its approval to the General Congress. 

The Constitution of 1857, although it recognized 
State autonomy on taxation, prohibited maintenance 
or fixation of laws on tonelage or duties and contribu- 
tions on importations or exportations. The Constitu- 
tion of 1917 contains some articles that deal, in a 
positive or negative form, with the problems studied 
by the First National Fiscal Convention.* 

In conformity with the constitutional dispositions 
(Art. 135) and with the conclusions approved in the 
fiscal Convention, the Secretaria de Hacienda y 
Crédito Publico brought to the national Congress, at 


the end of 1926, an initiative motivated by this con- 
stitutional reform. 


The Second National Fiscal Convention 

The years passed and the National Congress at the 
beginning of 1932 had as yet not taken into consid- 
eration the initiative spoken about, probably due to 





* These are: 

Art. 74. They are exclusive authorities of the Chamber of 
Deputies. 

Nos. 1 and 2, omissis. 

No. 4. To approve the annual budget of expenditures, discussing 
first the contributions that, on its judgment, must be resolved in 
order to cover that. 

Art. 117. The States may not in any case. 

Nos. 1 and 3, omissis. 

No. 3. To coin money, emit paper money, stamps nor sealing 
paper. 

No. 4. To tax the transit of persons or things that traverse its 
territory. 

No. 5. To prohibit or to tax directly or indirectly the entrance 
to its territory nor the exit from it, of any merchandise, national 
or foreign. - 

No. 6. To tax the circulation or the consumption of national or 
foreign goods with taxes or duties whose exemption is effectuated 
by local customs, induce inspection or registration of bundles or 
exact documentation to accompany the merchandise. 

No. 7. To issue or to maintain in force laws or fiscal provisions 
that imply differences in taxes or duties or requisites because of the 
origin of national or of foreign merchandise, whether this difference 
is established with respect to similar production of the locality, or 
else between similar products of distinct origin. 

No. 8. To emit titles of public debt, payable in foreign money 
or outside the national territory; to contract directly or indirectly 
loans with Governments of other Nations, or to contract obligations 
in favor of societies or private foreign persons, when it is necessary 
to issue titles or certificates to the bearer or transfers of endorse- 
ment, 

Art. 118. Neither can without the consent of the Congress of the 
Union: 

No. 1. Establish rights of tonnage, nor any other of ports, nor to 
impose contributions or duties on importations or exportations. 

Nos, 2 and 3, omissis. 

Art. 131. It is the private authority of the Federation to tax that 
merchandise which is imported or exported and which passes in 
transit through the National Territory, thus as a regulation of all 
times and to prohibit, for motives of security or of policy, the circu- 
lation in the interior of the Republic of all classes of goods, what- 
ever their origin, but not that the same Federation may establish 
or dictate in the Federal District or Territories, the taxes and laws 
that are expressed in Sections VI and VII of Art. 117. 
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poor politics. Then the Secretaria de Hacienda thought 
of assembling another National Fiscal Convention in 
order to complete the conclusions of the First Convention 
and to once more call the attention of the nation to 
these important problems. This Second Convention 
was able to begin its work on February 20, 1933. 


Of the various conclusions made at this assembly 
of much importance were those which concerned 
themselves with parallelism of taxation and the or- 
ganization of a Permanent Commission formed by 
representatives of the Secretaria de Hacienda and the 
States, of the Federal District and the Territories. 


On the problem of parallelism and limitation it was 
decided to consider the National Fiscal Convention 
as an organism of coordination and obligatory consul- 
tation in the matter by the Federation and States. 


A fundamental principle was recognized wherein 
not more than one tax or duty would fall on any 
sources of wealth, activity or contract. 


On this point it was established in principle that the 
administration or recovery of debts fall upon the au- 
thority that benefited from the tax, and it was likewise 
established that in the benefit from taxes for two 
bodies from one source, one would benefit and the 
other would receive partial participation. 


A territorial tax was proposed as a basis for local 
taxation giving the States the right of charging this 
tax upon such lands. 
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The City Hall in Guadalajuara, Mexico 


Local bodies were given the right to tax contracts, 
legal documents, non-commercial acts that are ex- 
pressly within their jurisdiction, and the exclusive 
right of taxes on local services, as well as, concessions. 

The Federal Government was recognized as having 
the authority to charge duties and taxes on foreign 
trade, income, production and exploitation of natural 


resources, industries, public services and federal 
concessions. 
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In matters of inheritance and donations, States were 
given legislative power, but the Federal Government 
was given the right to determine tariffs and an equal 
participation throughout the country. 

As for taxation on commerce and industry it was 
proposed that income tax determination would be 
made by joint committees of the Federation and the 
States; that the corresponding recovery of debts would 
go to the States and the surplus would be divided 
among the Federation, States and Cities in the pro- 
portion which would be designated. 

Considering that federal contribution is an anti- 
economic principle it was insisted that it be done 
away with. 

Furthermore, legal phrasing of legislative papers 
was proposed to the newly created Permanent Com- 
mission in order to carry out the dictums of the fiscal 
convention. 

Once the need for a Permanent Commission was 
recognized, the bases for its organization were ap- 
proved and it is opportune to reproduce them here in 
their entirety: 


“First: With the object of carrying to the field of practice 
and fully executing the conclusions approved in the First and 
Second national fiscal conventions, will be named a permanent 
Commission organized on the following bases: 


“Second: The permanent Commission of the Second na- 
tional fiscal convention will be formed by the representatives 
of the Secretaria de Hacienda and by the representatives of 
the States, Federal District and Territories. 


“There shall be three representatives from the Secretaria 
and one of them shall function as President of the permanent 
Commission. 


“There shall be five representatives from the States with 
each representing the following zones: 


“(a) Northern Zone, that shall comprise the Territories of 
Lower California, and the States of Sonora, Sinaloa, Durango, 
Chihuahua, Coahuila, Nuevo Leon and Tamaulipas. 


“(b) Gulf Zone, that shall comprise the States of Veracruz, 
Tabasco, Campeche, and Yucatan. 


“(c) Pacific Zone, that shall comprise the States of Colima, 
Nayarit, Guerrero, Oaxaca, and Chiapas. 


“(d) North Central Zone, that shall comprise the States 
of Zacatecas, San Luis Potosi, Aguascalientes, Jalisco, Guana- 
juato, Michoacan and Queretaro. 


“(e) Central Zone, that shall comprise the Federal District 
and the States of Hidalgo, Puebla, Mexico, Morelos and 
Tlaxcala.” 

The State governments can freely remove their rep- 
resentatives in the Permanent Commission when 
agreed upon by the majority of those who form each 
fiscal zone. 


The Permanent Commission must principally: edit 
the law projects and the constitutional reforms taken 
from the conclusions approved by the Second National 
Fiscal Convention; furthermore, realize the studies, 
investigations, statistics, compilations and other 
needs; serve as a conduit between the Federal Gov- 
ernment and the States to transmit fiscal business; 
serve as the obligatory technical consultor for the 
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issuance of the fiscal laws for the Federal Government 
as well as for the States, Territories and Federal 
District. 


The Permanent Commission 


The work given the Permanent Commission was 
not easy; and above all it must be said that its job 
could not be developed in a short time. 

The situation which practically called for an im- 
mediate action is revealed when one recalls that the 
taxes all residents in Mexico must pay, are fixed 
annually, first by the Federation, then by the States. 

The National Congress, upon proposals of the Secre- 
taria de Hacienda, yearly issues the Receipts Law 
which concerns itself exclusively with federal receipts ; 
but there also exist the receipts laws for the Terri- 
tories and the Federal District. And naturally the 
twenty-eight States issue their own. In these are 
noted many differences. Some, evidently, can justify 
themselves for various reasons and above all for their 
economic geography ; but many times cases have been 
given wherein the taxes present very diverse char- 
acteristics in States even though similar and belong- 
ing to one region of the Republic. 

The major difficulties which the Permanent Com- 
mission encountered since the initiation of its work 
were of a political character. 

Each State in the Federation enjoys an ample autonomy 
and although, with time, there increases the tendency 
of what can be called respect for the Federal Power 
and of national interests, it cannot be hidden that for 
a conjunction of causes many times the governments 
put the local State interests before those of national 
character. 

This fact is frequently manifested in the fiscal do- 
main because, unfortunately, the Treasury is a political 
football of any government.‘ 

In order to understand exactly and evaluate the 
obstacles which the Permanent Commission, faced, 
it is enough to remember that from 1925 when the First 
Convention was called, until 1935 when the Second 
was called, none of the conclusions that were adopted 
were put into effective realization. 

It is true that thirteen States, after the first con- 
vention decided to reform their fiscal organization, 
however it was done from an apparent aspect rather 
than the real and their fiscal systems remained the 
same. 

The adoption of certain reforms suggested by the 
First Convention was made with fanfare by some 
of these States in order to take advantage of a con- 
cession given by the Secretaria de Hacienda with the 
intention of leading the States toward unifying and 
delimiting the fiscal systems. 





*Cf. Shultz. American Public Finance and Taxation, p. 230. 
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The Secretaria had promised the exemption of fed- 
eral contribution ® to the States that applied the re- 
forms; thus can be explained the rapidity with which 
the thirteen States acted even though, I repeat, the 
actual situation was not modified. 


When the Secretaria de Hacienda took the initiative 
in the aforementioned it naturally laid down some 
conditions to the States under which they could re- 
ceive the promised advantages. 


They had to send to the Secretaria all the fiscal laws 
in force so that they could study this legislation judg- 
ing it in relation to the conclusions of the First 
Convention. 


There should also be taken into consideration the 
economic conditions of the soliciting State in order 
to avoid insolvency of said State through the sup- 
pression or reduction of some fiscal sources. 


It was particularly emphasized that the States that 
wanted the extension of federal contributions had to 
nullify or modify all the taxes or duties that would be 
contrary to the dispositions of the Constitution. 


Besides none of the State taxes should be con- 
tracted or leased to private parties. 

This circular of the Secretaria of January 10, 1929, 
acknowledged favorable conditions to the States but 
at the same time it preoccupied itself with action, at 
least in principle, as far as the norms set a number of 
years ago for the unification of the fiscal systems in 
effect and for a technical advancement in the estab- 
lishment of taxes. 

When the Permanent Commission began its work 
it wanted primarily to establish a fiscal system that 
would correspond to the desires of the fiscal conven- 
tion and so that it would be complete from the tech- 
nical viewpoint, offering the general outlines whether 
for the Federation or for the States and the Cities. 

After a careful preparation and with the preoccupa- 
tion of leveling the legal circumstance with the 
economic, there was compiled an ample project of 
unification entitled the National Plan of Receipts. 

It undoubtedly is the combination of various prin- 
ciples which are offered in finance—to quote Griziotti 
—a phenomenon of hybridism.® 

Practical needs had great influence in its formation 
and that well-known plan is technically valuable as 
well as rational even if oniy considered in view of the 
geographic, historic and economic needs of Mexico. 





5 The Federal Tax was created in 1861 and is an additional tax 
“upon all collections for any title or motive made in the offices of 
the Federation, District or Territories, of the States and Cities.’’ 

The historic background of said contribution must be looked for 
in a “‘contingent’’ tax established in 1824. 

This federal contribution that was originally 25% modified itself 
until it reached 60% under President Carranza in 1917, 1918 and 1919, 

When the Secretaria de Hacienda decreed to the States the men- 
tioned exemptions, or in the year of 1929, the quota was 20%. 

Actually this general quota is from 15% and reduces itself to 5% 
for those States that previously enjoyed total exemption. 

*Cf. Josiah Stamp. Fundamental Principles of Taxation, p. 24. 
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The work of the Permanent Commission manifested 
itself, as was natural, in agreement with the estab- 
lished custom at the time of its creation, but because 
it was a new institution its activity increased slowly. 

It is not possible to indicate here even in outline 
all the subjects of the study and resolutions of that 
technical organism. 

In a few years of its existence there are to be found 
hundreds of dictums on every type of fiscal matter. 
The Commission carried through necessary studies 
to prepare many laws; from a number of these resulted 
initiatives as well as projects for very many decrees 
and financial laws of the States. Besides it prepared 
a number of circulars and datas on special subjects. 

Some of the work merits mention. In order to 
seriously establish data for any initiative to be taken 
in fiscal matters it is necessary to possess established 
statistics. This was lacking in Mexico and the ler- 
manent Commission took charge of the preparation 
of statistical samples relative to State incomes since 
it wished to prepare an analysis technically compiled 
and, as such, unobjectionable for collecting fiscal data 
in all the cities, numbering close to 2500. 

With the view toward eliminating common differ- 
ences and contradictions the Commission prepared a 
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The National Palace in Mexico City 
“La Plaza De La Constitution.” 


project of municipal finance law and proposed calling 
several municipal conventions to study and approve 
this project.’ 

These conventions met in the various States, and 
the mayors and city treasurers were invited to them. 
These assemblies were useful not only in having ob- 
tained approval of the project of law, at least in prin- 
ciple, and the unification of the fiscal systems of each 
State, but also in having contributed with discussions 





TArt. 115 of the Constitution of the United Mexican States dis- 
poses, among others: ‘‘The Municipalities will freely administer 
their ‘hacienda’, which will be formed of the contributions that the 
legislatures of the States signify and that, in any case, will be suffi- 
cient to attend to the municipal necessities.’’ 
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and consultations toward a better knowledge of tech- 
nical problems and practical dealings with the demands 
of public finance. 


The Present Situation 


In Mexico, as in many other countries, fiscal prob- 
lems up to the last few years have not been studied 
and particularly States and Municipalities lacked 
proper preparation due to the lack of a specialized 
technical organ which could be consulted. 

It must also be observed from a practical point of 
view that any reform in this matter implies the sup- 
pression of some income and produces an immediate 
reduction in the very limited incomes of the States 
and Cities.® 

Precisely for this reason it cannot be hoped for a 
rapid realization of any reform and the economic adap- 
tation of the fiscal regime of the States to practical 
needs demands a slow transformation. 

In relation to a very much discussed theoretic prin- 
ciple ® it would have been possible to give the Federa- 
tion, through its specialized units, the job of establishing 
duties and dividing the total income among the States. 
On this matter something was done, especially on 
those duties that some theoreticians called wide-base. 

But as the Plan of Receipts demonstrates, this tend- 
ency was not exaggerated and, better yet, it was 
intended to make a delimitation of taxable fields be- 
tween the local and federal treasuries. 

The existence of parallel jurisdictions in the Republic 
has created serious problems in all the epochs but 
concrete study of the situation, the intervention to 
remedy, has been accomplished in the last fifteen years. 

The work delegated to the Permanent Commission 
develops according to correct concepts of political and 
fiscal economy. In the work of that technical organ 
can be observed the desire to eliminate every contradic- 
tion among the various tax systems, the effort to evenly 
apply federal and state taxes and, above all, to consider 
the national economic situation as a base for any taxes 
and for the establishment of the quotas.’° 

On this point it should be mentioned that from 1935, 
through the Secretaria de Relaciones Exteriores, the 
Permanent Commission requested and obtained from 
many foreign countries datas and information on many 
subjects, which were for example, the division and 
form of competition in fiscal matter; the system of 





*’ Here are some figures: 


In the decade of 1928-1937 in Mexico all State incomes represent 

5.7% and the cities 11.9% of the Federals. 

In round figures, if the annual income of the Federation was in 
the period being considered, $298,048,000 the average income of 
State governments jointly was $106,367,000 and as for the city treas- 
uries it was $35,371,000. 

° Cf. Lutz, Public Finance, p. 126; Seligman’s study, published in 
the National Income Tax Magazine, March, 1925, and particularly, 
Paul Haensel in Taw Systems of the World, edition of 1934. 

It is affirmed that the most important of the principles of the 


imposition is the ‘‘economical”’. V. R. Jones, The Nature and First 
Principle of Taxation. 
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debt recovery and the measures of tax control; the 
division of jurisdiction and the participation of the 
various constitutional subjects. 

The careful study of foreign legislation served 
immensely in the modification and improvements that 
were proposed, that within limit, now have been in- 
troduced into the Mexican fiscal system by constant 
collaboration of the Permanent Commission with the 
technical Division of Receipts of the Secretaria de 
Hacienda. 

It is not possible here to deal with the finalities and 
the methods that the directing political groups have 
set up in the economic and social fields within these 
last years.1' But it is opportune to mention the fact 
that the departments of the Secretaria de Hacienda 
have been recognized strictly as experts acting solely 
in the national interest and objectively adopting 
principles established in the nation, and abroad, by 
the best theoreticians. 

Thus the economic and social policies that the gov- 
ernments have realized especially in the last years, 
have been aided by the heads of the treasury depart- 
ment, but frequently the case has been that these 
expressed their antonomous points of view, and dis- 
agreement, under a technical and extra-political even 
though not extra-social aspect. 

That which was written by Seligman several years 
ago ?* has its application in Mexico. “From all points 
of view, the individual idea has saturated itself with 
social considerations and financial theory takes its 
place beside all other economic doctrines, due to the 
application of social considerations to old individual 
conception. The Economic Policy is at times called 
Social Economy ; the new Finance Theory can equally 
be called the Social Finance Theory.” ** 


Inasmuch as the relationship between the Federal 
Government and the States is concerned, it must be 
recognized that its dynamic character is accentuating 
itself ; it is true that there exists the basic tie, strictly 
foreseen by the Constitution, but it would not be 
rational nor useful to forcibly maintain such a rela- 
tionship as equal and almost immobile. 


In this field it is prudently advised to proceed slowly ; 
in any other country when constitutional modifica- 
tions are introduced from a formal point of view they 
generally have been necessary for some time. 

Mexico is not an exception. But, independently of 
the reforms that are yet to be desired, undoubtedly in 
the last years something practical has been gained 
wherein is concerned the relations between the States 

(Turn to page 696) 





11Cf. José Silva, Les Annales de L’économie collective, Janvier, 
1939. 

12 Seligman, Essays in Taxation, tenth edition. 

8 Seligman, Essays in Taxation, passim. Also, ‘‘Need for Read- 
justing the Fiscal System of the United States’’ in Annals of the 
American Academy of Political and Social Sciences. Jan., 1927. 








Should the Ability-to-Pay Principle 
Be Reexamined 


By KENNETH FIELD, Ph.D,, J.D* 


N JANUARY 23, 1941, Mr. Wadsworth W. 

Mount of the Merchant’s Association of New 

York proposed a new form of business tax- 
ation as a substitute for present federal income and 
other taxes on business. The new tax would be a flat 
percentage levied on the value added to production by 
the particular business establishment. For example, 
a manufacturing establishment which pays $2,000,000 
for raw materials and outside services and sells the 
finished goods for $3,200,000 after incurring $1,000,000 
in manufacturing costs would have added $1,200,000 to 
the value of the goods and would be taxed on that 
$1,200,000 of added value. In this case the firm would 
have $200,000 manufacturing profit with which to pay 
taxes; but had there been no profit, the concern would 
still have been forced to pay taxes on the value added 
by manufacture. Thus, had the selling price of the 
output been $2,800,000, the business would have had 
a tax based on $800,000 of added value even though 
the concern operated at a $200,000 loss. The tax 
would be strictly a business cost. 

The argument advanced for this form of taxation 
is that the present system of taxing corporations places 
the overwhelming burden of taxes upon the efficient 
corporations; whereas the proposed tax would not 
penalize business skill because it would subject all 
competitors to a relative tax cost. 

With the sharp increase in federal revenue needs, 
this proposal was recently sent broadcast to tax econo- 
mists. Some of them have proceeded to dismiss the 
proposal summarily with the contention that the plan 
does not conform to the ability-to-pay principle. How- 
ever, it seems to this writer that Mr. Mount is really 
(but not categorically) challenging both the validity 
of 1 the unlimited application of the ability-to-pay 
principle and (2) the assumption that present cor- 
porate taxes have very much to do with ability to pay. 
He offers his proposed plan as a practical solution to 
a difficult problem and sees in it a way to revitalize free 
enterprises and to reéstablish initiative and investment 
in the business system. His proposal should be an- 
alyzed on that basis. 





*Member, Tax Research Foundation; Head, Department of 


Economics, Carnegie Institute of Technology: Past President, 
American Finance Association. 
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Business has consistant- 
ly “dissaved” since 1930. 
Our federal policies have 
been based on econom- 


ic defeatism. 


Kenneth Field 





The Ability to Pay Principles 


The ability-to-pay principle is not sacrosanct. 
When pressed, few tax economists give it one hun- 
dred per cent support. Nevertheless, a large propor- 
tion of them automatically use it as a yardstick 
without careful reflection. What then are the bases 
of the ability-to-pay principle? 

One author, Professor Harold M. Groves, writes in 
part as follows: 


“Within the family it is customary for each to contribute 
toward common ends according to his ability. The church 
solicits funds among the parishioners with the thought that 
each should give as God has prospered him. To hundreds of 
common enterprises (community chests, Red Cross, etc.) 
people are expected to contribute according to their means 
Governments are one of these common enterprises fostered 
to serve the citizens as a group, to protect them, enhance thei: 
prestige, and add to their general welfare. What more natural 
and appropriate than to distribute governmental burdens 
according to ability to pay?” (Financing Government, p. 36.) 

“It is contended that the application of this theory involves 
a minimum of sacrifice on the part of the taxpayer.” 

“If the less important dollars are taken by the taxation of 
persons according to their means, the total sacrifice of these 
individuals collectively will be less.” (Ibid., p. 37.) 

“It is obvious that if this principle were followed in prac- 

tice, with the existing wide inequalities of fortune, there 


might not be ‘taxation enough to go around, so to speak,’ 


until ‘complete equality of fortunes’ were attained.” (Ibid.. 


p. 37.) 
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“The case for the ability-to-pay theory may be approached 
from another angle, namely, the power of the individual rather 
than his sacrifice. Thus viewed, the emphasis is laid on one’s 
capacity to bear responsibilities.” (Ibid., p. 39.) 

“Ability to pay may also include elements of privilege.” 
. “Society is every entrepreneur’s partner, and a very 
important partner at that.” . . . “The organizer of industry 
who thinks that he has ‘made’ himself and his business has 
found a whole social system ready to his hand in skilled work- 
ers, machinery, a market, peace and order—a vast apparatus 
and a pervasive atmosphere, the joint creation of millions of 
men and scores of generations.” (Ibid., p. 39.) 

“There is still another argument that has been urged in 
support of the ability-to-pay principle. . . . It is now con- 
tended by many that production is limited by consumption 
rather than the reverse which has hitherto been widely thought 
to be true. Thus it is contended that a great deal of unem- 
ployment of men, resources and equipment is due to the 
inadequacy of the existing market. Those who have the most 
ability to pay save a relatively large part of their incomes and 
this adds little to the existing market for consumers’ goods. 
Taxing their marginal dollars would result in a relatively small 
curtailment in consumption.” (Ibid., p. 40.) 


However much one looks at these foundation argu- 
ments of the ability-to-pay principle, he must come 
back to the general conclusion that the academic argu- 
ments in favor of the principle are nothing but an 
attempt to rationalize a predetermined course of action. 

The analogies between the government and the 
church and family are touching. But why not really 
do the trick right and compare Uncle Sam asking for 
$200 billions for war purposes with a child asking 
for a penny for candy? The comparison would be 


equally valid—and much more touching8 However, 
to be serious, has not government become a cost 


factor in our society? The financing of our present 
political institutions is a grim business, financially 
comparable to the financing of food, clothing, and 
shelter. 

Yet we look only at the immediate individual sacri- 
fices and disregard the destruction of initiative, the 
stagnation of capital formation, the penalizing of 
thrift, and the many other things that are much more 


COST OF GOVERNMENT 
Billions of dollars 
Percentage 
State & of Cost of 
Federal Local Total Government 
Expendi- Expendi- Expendi- National to National 


Year tures tures tures Income Income 
1929... ... . off 8.3 11.0 82.7 13.3 
1960 ....:52.: Ba 8.8 11.2 69.1 16.4 
[iS rie 8.7 15 54.2 AZ 
E982 ....c.c. Be 7.8 10.2 40.1 25.4 
1933 oe ee 6.5 9.1 42.5 21.4 
i: 4.9 5.9 10.8 50.6 21.4 
i 3.9 8.0 11.9 55.8 Zi3 
BD 5. ois5.ssns0s 4.6 8.0 12.6 65.2 19.3 
1937 . aoe OR 75 13.6 71.9 18.9 
19S8 ........ 38 7.6 14.4 64.0 22:5 
S| ae 6.8 8.3 15.1 66.9 22.6 
i) 8.0 8.3 16.3 7 | 222 
i) riot: 12.7 8.2 20.9 82.0 25.5 
|: 32.4 8.0 40.43 12.5 43.7 
1943 en 8.0 81.1 110.0 Fad 
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ard of living. The pseudo-psychology of a minimum 
collective sacrifice may ward off certain types of tax- 
ation, but it may also retard capital formation and 
important in lifting that individual’s long run stand- 
more abundant production. We may level all wealth 
and income, but we may also stifle initiative and thrift 
to the extent that our productive growth will be 
arrested. We may focus our attention on the fact that 
the organizer of industry found a society to serve and 
lose sight of the fact that he provided society with 
something it otherwise might not have had. The 
actual consumption of food, clothes, shelter, and serv- 
ices by Henry Ford is slight social cost compared with 
the marvelous flow of goods that he has made possible 
for the public. Much of the real shooting at individual 
fortunes is by little men on the sidelines who would 
like to try their hands at the controls. If we could 
divorce the propaganda of this group from the facts 
of the situation, we could readily clarify tax theory 
and tax practice. 

The first step in this process of clarification is to 
separate a number of factors for individual study and 
coordination. 

(1) We should recognize the fact that there may 
or may not be a sound case for redistribution or maxi- 
mum limitation of wealth, and attack that problem on 
its merits as a non-revenue matter. 

(2) We should recognize that a sizable proportion 
of our population has a substandard economic exist- 
ence. This problem also should be attacked directly. 
Lack of skill can be supplied much as we are training 
war workers. Other problems can be met likewise— 
on their merits. But most of all we must recognize 
that increased capital investment (increasing produc- 
tivity) will raise the standard of this group. 

(3) We should recognize that the cost of govern- 
ment is a cost like those of raw materials and wages— 
to be shouldered by the productive capacity of the 
country. This cost should be allocated on a basis that 
will not cripple private economy or stagnate industrial 
expansion—for from expansion alone can we obtain 
that higher standard of living we are seeking. The 
cost of government is altogether too staggering to 
remain on the haphazard basis on which it now rests. 

Let us turn to a few of the present impacts of taxa- 
tion upon the business structure. 

At the present time and for a decade in the past there 
has been no substantial incentive to embark venture 
capital in new enterprises or in the expansion of old 
enterprises. The situation is very simple. A corpo- 
ration is now permitted to earn a normal-tax net 
income of 7% or less on invested capital. Any excess 
earnings are practically confiscated. Then the federal 
government plans to take 45% of this normal income 
and the state government usually takes a further slice 
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(Pennsylvania, 6%). This leaves the corporation 3% 
to 314% or less after taxes. The corporation pays 2% 
to the investor and reinvests the balance. 

But when the investor receives the 2%, it then be- 
comes subject to personal income taxes. Most of the 
equity capital of the county is owned by persons with 
annual incomes of $5000 or over. As income rises the 
importance of stockholdings increases. The accom- 
panying table shows the percentage of dividend income 
at different gross income levels. 

The portion of our exemplary 2% dividend that will 
be taxed away will depend on the income status of 
the investor. State and local income and property 
taxes will take a sizable proportion of the 2%, depend- 
ing on the state (40% of the 2% income if it is received 
from a non-exempt stock held by a Pittsburgh, Penn- 
sylvania, resident). The remaining return would then 
be subject to federal personal income taxes ranging 
for the most significant part of the capital supply, 
from well in excess of 25% to more than 90%. 

This kind of taxation can only result in the collapse 
of private industrial enterprise. There is no incentive 
to venture. Tax-exempt state and local bonds will 
provide a higher return than will private investments. 
Even though the tax exemption loophole were closed, 
the incentive to venture would be dead. If the chief 
class of venturers win, they are normally left with 
a fraction of 1%; if they lose, they pocket 100% of 
the loss. The ordinary reaction will be to play safe. 
Venture capital will be a legend. Only crusading 
tax-offsets will crop up from time to time. 


“Dissaving of Business” 


Although the illustrative figures represent an ad- 
mittedly high wartime level of taxes, nevertheless we 
have traveled this road for more than a decade with 
lower tax rates but with the same results. Business 
has consistently “dissaved” since 1930. All our fed- 
eral policies have been based on economic defeatism 
and stabilization at less than full production. Prior 
to the outbreak of the second world war, business did 
not replace structures, machinery, or rolling stock to 
the extent that they depreciated. From 1930 to 1938 
corporations “dissaved” $31 billions and non-incorpo- 
rated business dissaved more than $10 billions additional. 
Total “dissavings” amounted to more than $41 billions. 

How can we raise the standard of living when we 
stagnate industry so that there is less employment? 
How can we raise the standard of living by withhold- 
ing the machinery with which labor can produce more? 
Surely a tax system which stops the wheels of indus- 
try is not adapted to the needs of even the low income 
group that the ability-to-pay socialist is trying to 
shield. Further, taxation that prevents capital invest- 
ment creates additional unemployment in the heavy 
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Percentage of Net Income Reserved for Taxes by Selected 
Corporations * 


Percentage of Tax Allowance 


First First 
Number of Quarter Quarter 

Industrial Group Compantes 1941 1942 
Foods and beverages...... 23 41 55 
Textiles and leather . 8 45 a3 
Lumber and its products .. 7 36 57 
Paper and allied products... 14 54 74 
Printing and publishing 4 32 76 
Chemicals — = 28 50 60 
Oilrefining ...... _- ao 26 36 
Stone, clay. and glass ..... 12 SI 66 
Metal and its products .... 112 5 68 
Automobiles and equipment 27 56 62 
Misc. manufacturing ..... 8 53 64 
Wholesale trade 4 ae 50 
Retail trade ............:. W 49 63 


Dividend Receipts of Income Taxpayers * 
Percentage of income 


Gross Dividend receipts in excess of next lower 
Income as a percentage of bracket traceable to 
Class gross income dividends 
1932 1936 1932 1936 
$ 2,500 .. 48 5.2 
5,000 ..12.1 11.0 19.6 16.5 
10,000 . 18.9 18.3 25.7 25.5 
25,000 . 31.8 31.4 40.4 40.1 
50,000 . 41.4 40.6 51.0 49.9 
100,000 . .54.1 49.4 66.8 58.2 
150,000 . .60.2 53.3 72.5 61.2 
300,000 . 72.8 60.7 85.4 68.0 
500,000 . 79.5 65.8 89.5 73.5 
1,000,000 . 86.7 70.4 94.0 75.0 


industries which are already the chief unemployment 
centers. 

It is true that the ability-to-pay purist will not 
defend the present corporation tax structure, but even 
eliminating that, the resulting personal income tax 
structure would have about the same total effect on 
initiative and venturing. The total tax burden has 
become so great that we must either go socialistic or 
recede from some of the extreme progression in in- 
come taxation. If we are to destroy the voluntary 
incentives for production, venturing, and expansion, 
we must provide compulsory ones. 

Let us examine another aspect of this soak-the- 
venturer policy of taxation. The federal income tax 
on corporations is based on a statutory net income 
derived by deducting interest payments from total 
income available for interest, taxes, and dividends. 
The effect of this peculiar form of taxation is to cause 
corporations to be overbonded and thus more vulner- 
able to failure during business depressions. If the 
operating earnings of a corporation are paid out as 
interest, they escape the corporate income tax. If 
they are distributable to the stockholder, the various 
governments take half or more of them. The normal 
tendency of a corporation manager would be to bor- 





1 Source: Survey of Current Business, June, 1942, p. 16. 
* Source: TNEC Monograph No. 12, p. 53. 
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row funds because the cost to the business would be 
only the interest rate. For example, funds obtained 
by selling a 5% bond require a payment of only 5%. 
But funds obtained by selling a 6% preferred stock 
require the payment of 12% or more because the tax 
is computed on income before the preferred dividend 
is deducted. Hence, with a 50% net income tax, the 
corporation must earn 12% in order to pay 6%. This 
is a patently absurd state of affairs, but it is much 
worse if we look at the effect of limiting earnings by 
means of an excess profits tax. If earnings are re- 
stricted to 7% on investment in excess of $5,000,000 
and 50% of this 7% is taken in taxes, the only way a 
business can continue to pay dividends on a 7% pre- 
ferred stock is to have a common stock investment 
equal to the preferred stock investment and then to 
use the normal-tax income on the common stock in- 
vestment to pay dividends on the preferred stock. To 
illustrate compare the following structures. 

A 3%4% return on common stock equity itself would 
not be attractive. But wherever preferred stock 
already exists the adverse leverage in the preferred 
stock structure makes it impossible for the common 
stock to get even the 314% return. 


Conclusion 


Is it any wonder that practically all industrial plant 
construction is being financed by the federal govern- 
ment and leased to private corporations for operation? 
Are we not really being switched over into a socialistic 
state under the cloak of war taxation? An eminent 
historian once wrote: “The pressure of public bur- 
dens was an increasing disability that ate the very 
heart out of the capitalist and laborer alike; there was 


Dissaving By Business Enterprise, 
1930-1938 


Corporate Enterprise HB Non-corporate Enterprise (—} 


1930 1931 1932 1933 1934 1935 1936 1937 1938 


$ Billions 
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Cumulative Dissaving By Corporate Enterprise, 
1930-1941 





1930 1931 1932 1933 1934 1935 1936 1937 1938 1939 1940 1941 


1930 1931 1932 1933 1934 1935 1936 1937° 1938 1939 1940 1941 


$ Billions 
$ Billions 
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Company A 
"Total seivestivenG. os «<< 04066 J dusk aekeks $10,000,000 
oO rr 5,000,000 
Common stock €GUlty <<... 5.666 cccs eee 5,000,000 


Total income (normal 8% and7%)...... 750,000 


WARMING FOOTE oo oie boc ew oes e eis areca 750,000 
I i siil nn kuna tide ee’ 375,000 
Net income after taxes..........:.:..... 375,000 
Preferred dividends ......... a aes 350,000 
Balance to common stock............... 25,000 
Rate earned on common stock........... 0.5% 


no hope to inspire energy or encourage enterprise and 
the gradual decay culminated in an utter collapse.” 
He was writing of the decline and fall of the Roman 
Empire, but he might well have been writing during 
the past decade. Is not the ability-to-pay principle 
turning out to be a collectivist Trojan horse? 

I do not believe the rank and file of the American 
people realize what is being done to their economy by 
a well organized minority of bureaucrats. It is for 
that reason that we need a fresh examination and dis- 
cussion of the tax problem from guiding principles to 
practical applications. Mr. Mount’s suggestion de- 
serves careful examination and refinement. 





The Renegotiation 


of War Contracts 


By MAJOR HARLEY C. STEVENS, A. U.S.™* 


My subject today, the renegotiation of war con- 
tracts, must, I suppose, be termed controversial. Cer- 
tainly it has generated a great deal of heat, if little 
light, in the past few months. But when I think of 
the controversial nature of the problems which Mr. 
Ruml and Mr. Blough are to explore and the heat 
which their discussion may well generate, I feel much 
better. It is reassuring also to reflect that after all, 
I am among friends of many happy years’ standing 
and that I know you and you know me. 

I need spend little time, I take it, discussing the 
legislative history of renegotiation. Its statutory roots 
are found in section 403 of The Sixth Supplemental 
National Defense Appropriation Act, 1942, approved 
April 28, 1942 (public 528) which in substance imposes 
upon the War and Navy Departments and the Mari- 
time Commission the duty of eliminating excessive (an 
unfortunate word better read “exorbitant” or “unrea- 
sonable,” or even in many cases, “wholly unexpected”) 
profits by a process of renegotiation of the contract 
price “whenever in the opinion of the Secretary of 
the Department, excessive profits have been or are 
likely to be realized.” The statute further requires the 
insertion in every contract or subcontract for an amount 
in excess of $100,000 made by a prime contractor 
after April 28, 1942, of a provision for such renego- 
tiation ; it defines “renegotiation” to include a refixing 
of the contract price by the secretary of the depart- 
ment; and, finally it provides for the recapture of 
excessive profits already paid to contractors or sub- 
contractors. 

Now it may be added that this statute as it stands, 
is not what was originally proposed in the Congress— 
namely, a limitation of the profits on any war con- 
tract to 6%; nor is it what was proposed by Mr. 
Donald Nelson and representatives of the War and 
Navy Departments who suggested a substitute for 
the House proposal based on the theory that if every 
contract price could be reexamined by the parties in 
the light of actual experience under the contract, it 
should be possible to eliminate the bulk of excessive 
profits. No other compulsion of the contractor was 
contemplated than to furnish adequate data as to 
actual and legitimate costs, and in the light of such 
data to bargain in good faith for the purpose of ad- 
justing the contract price. 





* A paper delivered at the 35th Annual Conference of National 
Tax Association; Cincinnati, Ohio, October 19-22, 1943, 


** Executive Secretary, War Department Price Adjustment 
Board. 
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I point out these differences in what was proposed 
and what was adopted because I believe much of the 
apprehension and misunderstanding which has sur- 
rounded this work of renegotiation stems from the 
unstudied insistence of many people in dwelling on 
the precise language of the statute and their persistent 
refusal to pay attention to the background and intent 
of this legislation and to inform themselves as to what 
is, in fact, being done thereunder. It is true the 
statute poses obvious difficulties of administration; 
that it contains some provisions which, if taken or 
applied literally, are obviously objectionable and 
others which are doubtful and uncertain in their 
application. In practice, however, most of these dif- 
ficulties have been overcome by administrative con- 
struction and interpretation which the boards believe 
wholly reasonable and defensible. 


Thus, though the law, interpreted literally, stipu- 
lates that renegotiation is to be carried on in respect 
to individual contracts, the boards adopted the pro- 
cedure of renegotiating the over-all profits of a con- 
tractor or subcontractor on his war business believing 
that it would be eminently unfair to renegotiate only 
those contracts which might show a substantial profit 
and disregard others on which there may have been 
a minimum amount of profit or even a loss. More- 
over, it seems clear that excessive profits can be de- 
termined more quickly and accurately by an over-all 
study of a company’s financial position and the profits, 
past and prospective, from its contracts taken as a 


whole, than by analyzing each individual contract on 
a unit cost basis. 


Again, the statute does not expressly provide for 
any final clearance from liability for excessive profits, 
but the price adjustment boards have and do give 
clearance for the period covered by the renegotiation, 
either at the time of renegotiation or after the end of 
the period, and it is believed this is the proper con- 
struction of the Act. Certainly when a contractor has 
negotiated in good faith and agreed to eliminate any 
excessive profits found as a result, he is clearly en- 
titled to assurance that the matter will not be reopened. 

The present statute makes no express provision for 
offsetting excess profits taxes paid by a contractor 
against any amount of excessive profits found to exist 
by renegotiation. In the absence of any such offset 
the contractor would be bound to pay twice, once in 
the form of taxes and a second time by refund of 
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excessive profits. While it seems plain Congress did 
not intend this result, and although the boards work- 
ing with the treasury, obtained a ruling which would 
prevent any such result, it is obvious such a possi- 
bility should be avoided. 

Amendments to correct these faults and others less 
important, have been proposed by the price adjust- 
ment boards, approved by both Houses and are now 
section 801 of Title VIII of the Revenue Act of 1942. 
These amendments, with one or two exceptions, con- 
firm and implement the present procedures and prac- 
tices in renegotiation of the several boards engaged in 
this work; they leave unchanged existing policy and 
purpose. They do not meet, perhaps, some more far 
reaching objections which have been made to the re- 
negotiation statute, but these I should like to leave 
for the time to discuss what we conceive to be the 
purposes of the law, and to give you a picture of the 
procedure of renegotiation. 

It was, and is, the clear intent of Congress, we in 
the War Department Price Adjustment Board believe, 
that no one in the United States shall be allowed to 
make an excessive, inordinate and unjustified profit 
out of arming our country for war. We think that all 
difficulties of approach to this problem and all legal 
and linguistic and conceptual niceties notwithstand- 
ing, Congress and the people whom they represent 
firmly intend that this job of eliminating excessive 
profits shall be done. It is our view that this Act 
does not imply and was not intended to suggest that 
the job of contracting officers has not been conscien- 
tiously done under all the circumstances and in the 
light of the information available to them and to busi- 
ness at the time the contracts were made; nor does 
it imply that American business or American busi- 
ness men are less patriotic or less interested in the 
winning of the war than is anyone else in the United 
States. We don’t consider we are dealing with the 
matter of patriotism, but rather with the realities of 
the situation which faces business and government, 
and with the climate of opinion of men everywhere. 
\We conceive it to be our job, in the administration of 
section 403, now section 801, Revenue Act 1942 and in 
carrying out the intent of Congress, so to apply the 
law as to accomplish at least two things. First, that 
what we do, shall stimulate production of materials 
for war, whether that increase be measured by man 
hours, machine hours, square-feet-of-floor-space, or 
any other unit of measurement you choose; and, 
second, that we shall, at the same time, do all we can 
to obtain this increased production at constantly de- 
creasing costs, and therefore at decreased prices. We 

believe that only as we approach or achieve these ob- 
jectives are we making a contribution of any real 
significance toward the winning of the war. 
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The procedure of renegotiation is relatively simple. 
Renegotiation is carried on by the Price Adjustment 
Boards of the War Department, Navy Department, 
and the Maritime Commission. In the War Depart- 
ment, which has by far the largest number of con- 
tractors and subcontractors, we have, through the 
agency of the several services, decentralized the work 
of renegotiation and for the most part assigned to 
price adjustment sections of the supply services, in- 
cluding ordinance, engineers, signal corps, medical 
corps, etc., and the Army Air Forces, the actual con- 
tracts and discussions with the contractors, retaining 
always, however, the right of review and approval of 
what has been done by them in addition to the deter- 
mination of the policies and procedures to be followed 
by these sections, the indoctrination of their personnel 
and the coordination of their activities. 


The first step in renegotiation is the determination 
between the boards as to which department or the 
commission has the greatest interest. In the War 
Department this is done initially by the Price Adjust- 
ment Board working from a list of prime contracts 
obtained from the War Production Board, and from 
information as to subcontracts obtained from the con- 
tractors, supplemented by cases referred to it by the 
services and with such additions from various sources 
as the representatives of the board can gather to- 
gether with particular attention to potentially scanda- 
lous cases. Thereupon cases are released to the other 
boards or assigned to the price adjustment sections 
within the Army, with notice to any others interested, 
on the basis of the respective dollar values or the 
volume and importance of the business done by the 
contractor with any or all of them. 

Thereafter the proceedings are most informal. In 
the War Department, the service conducting the re- 
negotiation gets in touch with the contractor and asks 
for certain information concerning past, present and 
prospective earnings, which should be readily avail- 
able and which will enable the service to get a general 
idea of the contractor’s business and his current as 
well as peace time operations. When the material has 
been studied, the service asks to meet with the con- 
tractor for the purpose of filling in the gaps, and of 
learning more about the nature and extent of his busi- 
ness including that of his subsidiaries and affiliates, if 
any, the extent of his war business and of his con- 
version to that business, the nature and extent of his 
financial commitments, his performance record, the 
facilities provided by the government and the terms 
on which they are supplied, etc. 

At a later date a conference is arranged to discuss 
all these factors and to arrive at some definite agree- 
ment if possible. If not, further meetings are held 
Turn to page 699 

























The Shoptalkers 


“One who is sustained by another” exclaimed the 
Kid, looking up from page 701 of Webster's New 
International Dictionary. “That seems plain enough.” 

“What is plain enough?” queried Oldtimer. “Cer- 
tainly not your utterances.” 


‘““A dependent is one who is sustained by another,” 
proclaimed the Kid, “and what I am wondering is 
how anybody is going to be sustained by anybody on 
an annual magnificence of $300, and maybe that will 
be chopped down before the Act is finished.” 

“T see,” said Oldtimer, “from the professional prac- 
ticing of tax work you are now going to venture forth 
into the misty realms of tax theory. It won’t get you 
anywhere. Let Congress give you what you'll have 
to work with, and stick to working with it, whatever 
it might be.” 

“Now, wait a minute,” retorted the Kid, “I am not 
stewing over this matter professionally ; just ponder- 
ing it a bit from the viewpoint of a citizen and a tax- 
payer, even as you and I. How is anybody going to 
be sustained on $300 per annum, particularly the way 
living costs are going up?” 

“Well, it is only a credit for tax purposes, and .. .” 
ventured Oldtimer without too much conviction. 

“Credit for Dependents is the way it reads,” inter- 
rupted the Kid, “and it doesn’t say 50% credit, either. 
What I would like to get straight on is: does it mean 
what it says, and does it say what it means?” 


“It means just what it says, to the extent it says,” 
said Oldtimer. 


“All right,” replied the Kid, “that’s it; the extent. 
Is the extent sufficient to sustain anyone? Obviously 
not, Then why call it ‘Credit for Dependents’? Why 
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not either do away with it altogether, so as to kid 
nobody, or allow enough for annual sustenance as 
we know the facts of life to be today ?” 

“T am surprised at you,” answered Oldtimer. “You 
know the Government’s need for every possible tax- 
dollar, and then some more tax-dollars, and now your 
suggest increasing the dependency credit. While I 
may concede part of your argument I just can’t see 
that this is any time to come with that sort of stuff, 
even if it did make sense.” 

“For the love of Pete,” cried the Kid, “you don’t get 
my point. I am all-out for the mostest tax-dollars, 
but I think we should use plain language in specify- 
ing how we are going to get them. I still come back 
to my point: is three hundred an adequate dependency 
credit? No! Then, why not stop calling it a depend- 
ency credit? So far as I am concerned you can take 
it off the board altogether, and somehow that would 
seem a little cleaner way of doing it, if you now get 
my point.” 

“You are talking semantics and I thought you were 
talking taxes,” said Oldtimer. “Now that you’ve put 
it that way I am inclined to agree with you that what 
we now have has a touch of the hypocritical in it. 
But is that so urgent at the moment? 
is what counts.” 


The revenue 
“My way,” said the Kid, “changing a word or two 
you'd get the same revenue and maybe more. I am 
only .. .” 

“Son,” closed Oldtimer, “it seems that you are in 
a pesty mood today; why not get on to doing some 
useful work?” 

“Oh, all right,” agreed the Kid, “I’ve got to prorate 
some dependency credits on this return here . . .” 
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Odds and Ends 

Toward the end of August the 
Colonial Trust Company of New York 
had arranged an interesting exhibit of 
old manuscripts and such things, relat- 
ing to accountancy. Among other 
curiosa was the original manuscript of 
the Franciscan monk Paciolo, De Com- 
putis et Scripturis, written in 1494, This 
is the oldest known treatise on double 
entry bookkeeping, substantially in the 
same form as it prevails today. Good 
work, Pacci, old boy! 

Professor Littleton’s “Accounting 
Evolution to 1900” tells how, some two 
hundred years later, Charles Morton, 
then a distinguished scholar at Harvard, 
held that birds migrated each autumn 
by flying to the moon, some 200,000 miles 
away, making the hike in about two 
months! Yale, what do you say? 

On the inside cover of this magazine 
for October CCH has an ad depicting a 
victory parade of lawyers, government 
officials, accountants, taxmen, managers 
and bankers. The pinch-hitting Shop- 
talker is a being, independent in body 
and soul, and will therefore talk up to 
CCH with an observation and a ques- 
tion: in the ad “Govt. Official” is the 
only guy with any hair left on his dome 
worth speaking of, the others having 
between three and five and a half hairs 
each. Could it be Kreml, CCH? 

Our morbidly observant eye (in fact, 
both of them) then spotted “Taxman” 
in the parade, with a confident mien, 
fondly tagging along a CCH volume. 
And—believe it or not—he was the only 
parader with any buttons left on his 
jacket. The moral seems obvious: he 
maintained his equilibrium with the 
help of CCH, at a time when others go 
into violent, button-popping tantrums. 


The Capital Stock Tax 


The Capital stock tax return for the 
year ended June 30, 1942 was originally 
due on or before July 31, 1942. T. D. 
5158 extended the time to September 29, 
1942. H. J. R. 344 made it November 
28th. The new law seemed to make it 
October 28th or thereabouts, but the 
Treasury states “returns filed on or be- 
fore November 28, 1942 shall be regarded 
as meeting the requirements of the law”. 
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President’s Executive Order Curtails Salary Deduction 


Little has been said during the enactment of the Anti-Inflation 
Law relative to its eect upon 1942 corporate tax returns. However, 
the President’s executive order of October 3, 1942 lays down the 
rule that salaries in excess of the limitation provided in the law 


will be disallowed as deductions on the taxpayer’s books for income 
tax purposes. 


Excerpts from the law and its accompanying executive order 
are as follows :— 


Sec. 5 (a). No employer shall pay, and no employee shall 
receive, wages or salaries in contravention of the regulations pro- 
mulgated by the President under this Act. The President shall also 
prescribe the extent to which any wage or salary payment made in 
contravention of such regulations shall be disregarded by the Execu- 
tive Departments and other governmental agencies in determining 
the costs or expenses of any employer for the purposes of any other 
law or regulation. (Act of October 2, 1942.) 


Executive Order (October 3, 1942) 
Title III 
Administration of Wage and Salary Policy 


4. In order to effectuate the purposes and provisions of this 
Order and the Act of October 2, 1942, any wage or salary payment 
made in contravention thereof shall be disregarded by the Executive 
Departments and other governmental agencies in determining the 
cost or expenses of any employer for the purpose of any law or 
regulation, including the Emergency Price Control Act of 1942 or 
any maximum price regulation thereof, or for the purpose of calcu- 
lating deductions under the Revenue Laws of the United States 
or for the purpose of determining costs or expenses under any 


contract made by or on behalf of the Government of the United 
States. 


Title VI 


General Provisions 


2. Salaries and wages under this Order shall include all forms 
of direct or indirect remuneration to an employee or officer for 
work or personal services performed for an employer or corporation, 
including but not limited to, bonuses, additional compensation, 
gifts, commissions, fees, and any other remuneration in any form 
or medium whatsoever, (excluding insurance and pension benefits 
in a reasonable amount as determined by the Director); but for 
the purpose of determining wages or salaries for any period prior 
to September 16, 1942, such additional compensation shall be taken 
into account only in cases where it has been customarily paid by 
employers to their employees. “Salaries” as used in this Order 
means remuneration for personal services regularly paid on a weekly, 
monthly or annual basis. 

* * * * * * 

[Signed by Franklin D. Roosevelt, The White House, October 

3, 1942. ] 
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Cases 

We are going to ramble along in 42-1, USTC. 

Have you joined social and recreational clubs to 
derive “business benefits’? Haven’t we all. In 
eventually paying income taxes on those benefits you 
have undoubtedly reasoned that the cost of maintain- 
ing the membership should be an offsetting expense 
under Section 23 (a)( 1); and maybe it has worked, 
and maybe it hasn’t. 

In this connection the importance of giving a com- 
plete and forceful showing of the facts is emphasized 
in Todd W. Johnson v. U. S., at $9180. Plaintiff’s 
testimony is plainspoken, and when we come around 
to the fact that he didn’t enjoy golf “because he felt 
he should be working at the office” we are ready to 
greet him as a kindred spirit. Shall we make that 
unanimous? 

Brother, is there a shortage of blondes down your 
way? In the interest of preserving and boosting na- 
tional morale, where such shortage may have worked 
havoc, we refer you for a solution, and it really is a 
solution, to the case at § 9191. Glad to do it. 


You have, of course, some time toasted marsh- 
mallows over a fire to a luscious, golden brown, or at 
least you know that some people do such things now 
and then. What happens next is important and the 
state of your appetite may have some bearing on it: 
if you consume the stuff as food, all right, but if you 
choose to look on it as candy—ah, taxable. You'll 
find a little discourse on the matter at { 9193. 

Would you like a sweet and lovely baby? (no, no, 
the original small kind!) If you are still interested 
there appears to be some useful dope to be gleaned 
from the findings of fact in the case at § 9220. 

If you are a movie addict you'll undoubtedly recog- 
nize the name of Paul Cavanagh as one of the smoothies 
you see now and then, usually with Kay Francis (who 
is quite smooth, too) being around somewhere, some- 
how. Anyway, if you want his real name and about 
as much data on him as if he were filing a job appli- 
cation with you, look him up at { 9243. Walter 
Winchell, please note. 

Then, at { 9293, we find that “Ollie” of the team of 
Laurel and Hardy, did not prevail, as he himself might 
put it, before the BTA or the CCA, with its conten- 
tions for community property status. But the case 
makes dull reading. To make up for that turn to 
{| 9343, and ponder the varied and tax-wise futile trans- 
actions of Lady Cunard, via Prince Edward Island. 


Freedom is something we all want to have the 
mostest of, in every which direction, and we can think 
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up a lot of things we would like to have it applied to, 
but one association with freedom that we hadn’t wor- 
ried too much about is suggested by plaintiff in the 
case reported at 9270. Name’s the Freedom Casket 
Company—and more power to them! 


Renegotiation of Government Contracts 

The renegotiation clause which is now being written 
into contracts for war supplies, etc. has raised a nice 
tax question with respect to the liability of prime 
and subcontractor’s should their present contracts 
be renegotiated. In J. T. 3577 the Bureau of Internal 
Revenue states their policy. For example: 

The M Corporation filed a return for the calendar 
year 1941 on March 15, 1942, reporting therein an 
amount of $1,000,000, which was subsequently in the 
year 1942 held by one of the designated renegotiating 
agencies to be excessive profits realized in perform- 
ance of a contract, on which excessive profits income 
and excess profits taxes aggregating $400,000 were 
paid. The $400,000 taxes should not be refunded and 
the remainder of the excessive profits, or $600,000, 
should be repaid by the corporation to the Govern- 
ment. The amount of $600,000 repaid to the Gov- 
ernment will not constitute an allowable deduction 
from gross income for any taxable year. This pro- 
duces the correct result. Excessive profits, before 
Federal taxes, of $1,000,000 would have been recap- 
tured by the Government, $400,000 through the medium 
of taxes and $600,000 by direct repayment to the 
Government, with no aftermath affecting Federal taxes. 
To hold otherwise, for instance, to hold that the 
$1,000,000 should be repaid to the Government and 
allow such repayment as a deduction for income tax 
purposes for-the year 1942, when the effective rate of 
tax, for example, is 75 per cent, would produce the 
following incorrect result: The tax benefit in 1942 
would be $750,000. The taxpayer would have paid 
$1,400,000 to the Government and derived a tax bene- 
fit of $750,000. The taxpayer, therefore, would have 
paid only $650,000 net to the Government, whereas 
the excessive profits admittedly were $1,000,000. Dif- 
ferent results would be obtained in other cases de- 
pending upon the factors of income and effective rates 
of taxes being different from those in this example. 

Another problem arises in the case where 


The X Corporation filed a return for the calendar 
year 1942 on March 15, 1943. In February, 1943, it 
was determined that the taxpayer had realized during 
1942 excessive profits in the amount of $1,000,000, 
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and the parties agree that during 1943 repayment of 
such excessive profits will be made to the Govern- 
ment in designated amounts per month until the 
entire amount of the $1,000,000 excessive profits is 
repaid. The gross income to be reported by the 
corporation in its return for 1942 should not include 
the $1,000,000, and no tax attributable to excessive 
profits will thus be assessed or paid. No deduction 
from gross income will be allowed for any year for 
the amount of the excessive profits excluded from 
gross income and repaid to the Government. 

A third problem arises, in cases of renegotiation 
agreements with respect to years for which income 
and excess profits tax returns have not been filed 
and income and excess profits taxes not assessed and 
paid, the reduction in gross income may be made, or 
the deduction may be taken in computing net income, 
as the case may be, although the renegotiating agree- 
ment has not been completed, provided at the time of 
filing the return the negotiations have progressed to 
such a stage that the amount of reduction in gross 
income, or the amount of the repayment in lieu thereof, 
is certain, and in filing the income and excess profits 
tax return such reduction is made or such deduction 
is taken. 

If the Bureau should be required to make refunds 
of the taxes paid on excessive profits repaid to the 
Government because such excessive profits have been 
determined before the taxes, instead of after the taxes, 
entirely ignoring the previous recapture of a portion 
of the excessive profits through the medium of such 
taxes, an appropriation from Congress to provide funds 
for such refunds would be necessary. The estimate 
of the sum necessary for such purpose logically would 
be based upon information from the negotiating agen- 
cies relative to the income and excess profits taxes 
paid on the excessive profits recaptured by such agencies 
without reducing the excessive profits by the amount 
of such taxes previously paid thereon. 

I. T. 3577 also applies to cost-plus-a-fixed-fee con- 
tracts where an item for which the taxpayer has been 
reimbursed is disallowed as an item of cost charge- 
able to the contract and the taxpayer has been re- 
quired to repay the Government the amount disallowed. 

The Bureau will advise the parties to a renegotia- 
tion relative to amounts of excess profits which have 


been recaptured by means of the income and excess 
profits tax. 


Deductions for Taxes 

Tax accrual dates remain orphans of the storm. As 
we observe the eternal struggle to “say when” on the 
issue of accrued property tax deductions we wonder 
why Congress doesn’t do something about it. Why, 
for instance, would it not be practical to say that, 
regardless of accounting methods, property taxes 
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should be deductible when paid and by the person 
then paying them as such. As we see it, there are 
enough questions of interpretation in the federal tax 
laws without having to interpret the laws of forty- 
eight states to find additional arguments about when 
a property tax accrues. 

There is some precedent in the history of estate and 
inheritance tax deductions. First, the Bureau denied 
deductions for these, but failed to sustain its position 
before the Supreme Court. Then followed a period 
when it became necessary to study the laws of each 
state to decide whether the tax was on the estate or 
the legatee in order to say which got the deductions. 
Then Congress relieved the Bureau of that work by 
providing in the 1928 Act that only the estate should 
have the deduction. Here we stop because the deduc- 
tion was abolished thereafter. But the legislative 
history shows how Congress can simplify a perplexing 
problem. 

And while we’re about it, perhaps it would not be 
amiss to suggest that some way be found to let the 
ultimate consumer deduct the many taxes imposed on 
others that he must eventually pay in one way or the 
other as they are passed on to him.— 

* Ok Ox 

The Orange Judd Publishing Co., New York, is com- 
ing out with a Farm Bookkeeper, with Income Tax 
Guide, a complete system within its covers, ruled ac- 
count sheets and all, for $2.00. This promises to be a 
real boon to the country’s several million farmers, who 
in the aggregate account for some 10 to 12 billions of 
the national income. They will be more concerned 
with income tax problems this year than ever before. 

Ira, too, should be happy to greet this book, having 
in the past torn out his hair by the fistful while trying 
to make head or tail of the farmers’ returns and the 
often jumbled data behind them. 

That dean of taxperts, Godfrey Nelson of the New 
York Times, highlights the flaws in the proposed spend- 
ing tax in the September 6 edition. The plan is a 
potent revenue-raiser and we haven’t heard the last 
of it, to be sure ; tax thinkers would do well to put their 
hands on this column of Nelson’s, and see what he has 
to say. Always worthwhile. 


Notarial Affidavit on Income Tax Returns.—The 
1942 Revenue bill contains a section eliminating the 
provision in the Code requiring notarial affidavits on 
income tax returns. This section always caused much 
annoyance and inconvenience particularly to small 
individual taxpayers who had to hunt up a notary 
public to notarize the return. 

The requirement now is, only that the taxpayer sign 
a written declaration that the return is made under 
penalty of perjury. 
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1940 Tax Return Data 


Secretary of the Treasury Morgenthau today made 
public figures for taxable and nontaxable individual 
income and defense tax returns, with net income and 
with no net income, and taxable fiduciary income and 
defense tax returns with net income, for 1940 filed 
during the calendar year 1941. 

The total number of returns filed for 1940 is 
14,778,159, an increase, as compared with the pre- 
vious year, of 91.5 percent. The total net income is 
$36,588,545,894, and the total tax liability is 
$1,496,403,386, an increase of 57.8 percent and 61.1 
percent, respectively. 

There are 7,504,695 taxable returns, of which 
7,437,261 are for individuals with net income of 
$23,279,203,093 and tax of $1,440,967,144; 67,388 are 
for fiduciaries with net income of $278,827,290 and tax 
of $54,963,289 ; and 46 are for individuals with no net 
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income, showing a deficit of $2,550,665, but with 
alternative tax of $472,953. 

Of the 7,273,464 nontaxable returns, 7,160,813 are 
for individuals with net income of $13,030,515,511,— 
nontaxable because exemptions and credits exceed net 
income; and 112,651 are for individuals with no net 
income, showing a deficit of $308,833,907,—returns on 
which total deductions exceed total income. 

The normal tax and surtax liability, reported on 
7,478,6.9 individual and fiduciary returns with net 
income, is $824,280,936; the alternative tax, reported 
on 26,000 individual and fiduciary returns with net 
income and on 46 individual returns with no net 
income due to net long-term capital loss, is $543,772,173. 
The defense tax, reported on individual and fiduciary 
returns with net income is $128,350,277. 

The effective tax rate is 6.4 percent for taxable re- 
turns with net income and 4.1 percent for all returns 
with net income. 


Individual Returns and Taxable Fiduciary Returns: Increase for 1940 Over 1939, 
in Number of Returns, Net Income, Deficit, and Taxes 
(Money figures in thousands of dollars) 


Total individual and taxable fiduciary returns: 
Number of returns 
Net income’ . 
Deficit 
i BI ad or ee 
Taxable individual and fiduciary returns: 
With net income: 
Number of returns 
Net income’ 
Tax 
Normal tax 
Surtax 
Alternative tax? 
Defense tax? 
Individual returns with no net income: * 
Number of returns 
Deficit 
Alternative tax a 
Nontaxable individual returns: 
With net income: 5 
Number of returns 
Net income 
With no net income: 
Number of returns ® 
Deficit 





1For taxable fiduciary returns, the net income 
used for classification and tabulation is the net in- 
come taxable to the fiduciary after distribution to 
beneficiaries (item 17, page 1, Form 1041). 

2The alternative tax is imposed on (1) returns 
with net long-term capital gain if such alternative 
tax is less than the sum of the normal tax and surtax 
computed on net income including net long-term 
capital gain, and (2) returns with net long-term 
capital loss if such alternative tax is greater than 
the sum of the normal tax and surtax computed 
on net income after deducting net long-term capital 
loss. 


Increase 
7-— 1940 over 1939 
Number or 
1940 1939 amount Percent 
14,778,159 7,715,660 7,062,499 91.5 
36,588,546 23,191,871 13,396,675 57.8 
311,385 284,327 27,058 9.5 
1,496,403 928,694 567,709 61.1 
7,504,649 3,959,297 3.545,352 89.5 
23,558,030 15,803,945 7,754,085 49.1 
1,495,930 928 394 567,537 61.1 
388,950 286,345 102,606 35.8 
435,331 313,518 121,813 38.9 
543,299 328,532 214,768 - 65.4 
128,350 Pe Peer ane 
46 17 29 170.6 
2551 1,128 1,423 126.1 
473 300 173 57.6 
7,160,813 3,673,902 3,486,911 94.9 
13,030,516 7,387,926 5,642,590 76.4 
112,651 82,444 30,207 36.6 
308,834 283,199 25,635 9.1 


3 Defense tax is ten percent of the total income 
tax, but not in excess of ten percent of the amount 
by which the net income exceeds the income tax. 

* Returns, with no net income due to net long-term 
capital loss, on which the partial tax computed on 
net income before the deduction of net long-term 
capital loss exceeds 30 percent of the net long-term 
capital loss. 

5 Exemptions and credits exceed net income. A 
negligible number of nontaxable individual returns 
in net income classes of $6,000 and over are not 
tabulated separately. 

® Include individual returns with zero net income 
(total deductions equal total income), 
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Fiscal Aspects of Urban Blight 
[Concluded from page 657 | 


Actual outlays and operating unit costs would de- 
pend on local wealth and values, the price level, and 
wages prevailing in each community. Capital outlays 
would also be dependent upon land values, utilization 
of land, plan of redevelopment, kind of improvements, 
and population density. According to a study made 
by the Department of City Planning of New York 
City, im>rovement outlays in redevelopment areas in 
New York City arranged on a “Master Block Plan” 
total from $350 to $600 per family on a 50 to 68 percent 
land coverage. The actual outlay would be dependent 
upon location and transit costs. In newly developed 
areas in Queens or Brooklyn on a “Master Block 
Plan” with 25 to 50 percent land coverage, outlays 
for capital improvements would amount to between 
$650 and $1,500 per family, depending upon transit 
costs. In Pittsburgh, estimates place improvement 
outlays in newly developed outlying areas at approxi- 
mately $1,250 per family, allowing a density of 8 to 10 
families per acre. 

In making these comparisons it is essential to ex- 
amine the municipality’s financial condition. Some 
cities may not be able to undertake fresh capital im- 
provements, as they have exhausted their bonding 
capacity (having exceeded their debt limits). Grant- 
ing tax exemption their tax base (their assessed valua- 
tions) would not expand to permit the issuance of 
additional bonds. Other municipalities have misman- 
aged their financial affairs. This is particularly dis- 
cernible whenever they have refunded their maturing 
obligation or have funded relief outlays and have been 
unable to maintain the physical condition of their 
properties. Because of these contingencies, under- 
takings for capital improvements are likely to prove 
exceedingly difficult. The range of taxation is very 
significant, as many cities have found it expedient to 
impose high tax rates, making future undertaking of 
fresh financial obligations burdensome to property 
owners. 


A Warning as to the Future 


In addition, a warning may be inserted here. 
Although current business trends may prove tempo- 
rarily more favorable to local governments, the long- 
term implications of the defense program are likely 
to superimpose new dislocations and uncertainties 
upon a structure already weakened by cross currents. 
The services and functions of the larger cities have 





4Costs to the City for Public Services in Residential Areas. 
November, 1939, by Research Division, Department of City Planning, 
the City of New York. 
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been steadily expanding while their sources of revenue 
remain generally restricted. Local governments de- 
pend chiefly upon the general property levy for their 
financial support. According to the Financial Sta- 
tistics of Cities—1938 of the Bureau of Census local 
governments derive approximately 65 percent of the 
revenues (average) from general property levies. 
These constitute nearly 90 percent of all local tax 
receipts. 


Because of their dependence upon the general prop- 
erty levy, the preservation of the tax base of local 
governments is very important. Assessed valuations 
of central cities are being constantly debased by reason 
of the granting of tax exemption and the loss of values. 
On the other hand, their population, by reason of 
decentralization, contains an ever-increasing portion 
of the lower-income groups which require more serv- 
ices and greater financial support. The result of this 
is the placing of a heavier burden upon the remainder 
of the community. Obviously, this trend cannot be 
continued indefinitely without bringing a complete 
breakdown in municipal finances and community abil- 
ity to survive. 


American Institute of Accountants 


The fifty-fifth annual meeting of the American 
Institute of Accountants was held at the Palmer 
House, Chicago, beginning September 28th and 
lasting through October Ist. 


Most of the discussions were regarding the ac- 
counting problems arising from the war. 


Mr. George S. Olive of Indiana was elected 
president and Mr. George P. Ellis was elected vice 
president. 


National Tax Association 


The 33rd Annual Conference on taxation under 
the auspices of the National Tax Association was 
held in Cincinnati, Ohio, October 19 to 22, 1942. 

Highlights of the conference were the address 
by Randolph E. Paul, general counsel for the Treas- 
ury department and the Honorable Robert A. Taft, 
Senator from Ohio. Shortly before these interest- 
ing addresses, copies of the Revenue Act of 1942 
as passed and sent to the President for signature 
were distributed to those in attendance by COM- 
MERCE CLEARING HOUSE, INC. 

Mr. Walter G. Query of South Carolina was elected 
president and Mr. Roy G. Blakey of Minnesota was 
elected vice president. 
































The Revenue Act of 1942 

On October 21, 1942 at 4:30 P. M. E. W. T. the 
Revenue Act of 1942 became law. 

This Act brings several innovations chief of which 
is the new victory tax. Starting with the first pay 
period in January 1942 employers will deduct the 5% 
tax from the wage of every employee earning more 
than $12 per week. 

“Victory tax net income” consists of the gross in- 
come of the taxpayer excluding capital gains and in- 
terest allowed as a credit against net income for 
normal tax purposes. 

In the event a taxpayer elects to make his return 
and pay his regular income tax under Supplement T 
(relating to individuals with gross income from cer- 
tain sources of $3,000 or less) his victory tax net in- 
come means his gross income for such year. 

In computing the victory tax net income of a part- 
nership in a common trust fund or an individual carrying 
on business in partnership form, only the proportion- 
ate share of the ordinary net income or net loss of 
the common trust fund or partnership is to be taken 
into account. 

New Code Sec. 452 allows a specific exemption of 
$624 against the victory tax net income for each tax- 
able year. If a joint return is filed by husband and 
wife, an exemption of $1,248 is allowed, unless the 
victory tax net income of one spouse is less than $624, 
in which case the specific exemption of both spouses 
is limited to $624 plus the victory tax net income of 
such spouse. Thus, if the victory tax net income of 
the husband is $3,000, and that of the wife $600, and 
they file a joint return, the joint victory tax net in- 
come of $3,600 is reduced by an allowable specific 
exemption of $624 plus $600, or $1,224. 

After computing a tax equal to 5 percent of the 
“victory tax net income” for the taxable year, as re- 
duced by the amount of the specific exemption the 
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taxpayer may further reduce that tax, or his income 
tax by the amount of any one or more of the applica- 
ble following three credits, not to exceed, however, the 
amount of the post war credit or refund. 

1. Life insurance premium payments made during 
the taxable year on life insurance in force on Septem- 
ber 1, 1942, upon taxpayer’s own life, that of his 
spouse, or the life of any of his dependents. This will 
cover amounts paid as premiums on life insurance 
which is a renewal or conversion of life insurance in 
force on September 1, 1942, to the extent that such 
premiums do not exceed the premiums payable on 
such life insurance in force on September 1, 1942. 
For example, if on September 1, 1942, the taxpayer 
had life insurance aggregating $20,000 on either his 
own life, his wife’s, or any one or more of his de- 
pendents, and if during his taxable year 1943 he paid 
premiums totaling $300 on that amount of insurance, 
then he is entitled to a credit of $300 on his 1943 vic 
tory tax, subject, however, to the limitation which 
restricts the total of these three credits, allowed as 
an offset against the tax, to a sum not in excess of 
the post-war credit. 

2.. Payments of debts, in the amount by which the 
smallest amount of his indebtedness outstanding at 
any time during the period beginning September 1, 
1942, and ending with the close of the preceding tax- 
able year exceeds the amount of his indebtedness out- 
standing at the close of the current taxable year. 
Thus, if the smallest amount of taxpayer’s total debts 
was $500 at any time during the period from Septem- 
ber 1, 1942, to December 31, 1942, and if his total 
indebtedness outstanding on December 31, 1943, was 
$300, he would be allowed a credit on his 1943 victory 
tax in the sum of $200 ($500 less $300), subject again 
however to limitation. 

3. Investment in obligations of United States in 
the amount by which such obligations owned by the 
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taxpayer on the last day of his taxable year (for ex- 
ample, on December 31, 1943) exceeds the greater of, 
(1) the amount paid by him for the United States 
obligations which were outstanding and owned by 
him on December 31, 1942, or (2) the amount paid 
by him for the highest amount of such obligations 
owned by him on the last day of any preceding year 
ending after December 31, 1942. For example, assume 
that the taxpayer held obligations of the United States 
outstanding and owned by him on December 31, 1942, 
for which he had paid $75. On December 31, 1943, 
he held obligations then outstanding and owned by 
him for which he had paid $150. He would be entitled 
(within the limitations with respect to post-war 
credits) to a credit on his 1943 victory tax, of $75 
(excess of $150 over $75). If in 1944, he sold United 
States obligations in the amount of $200, and pur- 
chased additional obligations of $100, he would not be 
entitled to any such credit for 1944. 

It must be understood that there is only one credit 
allowable which may be immediately utilized as an offset 
against the victory tax by payments or investments de- 
scribed above, or as a post-war credit or refund. 


Post War Credit 


New Code Sec. 454 provides that as soon as prac- 
ticable after the date of cessation of hostilities in the 
present war a certain amount of the victory tax paid 
for each taxable year beginning after December 31, 
1942, shall be credited against any income tax or 
installment thereof then due from the taxpayer, and 
any balance shall be refunded immediately to the tax- 
payer. These amounts are as follows: 

(1) In the case of a single person, 25 per cent of 
the victory tax, or $500, whichever is the lesser. 

(2) In the case of the head of a family or a married 
person living with husband or wife, where a separate 
return is filed by one spouse and no return by the 
other spouse, 40 per cent of the victory tax, or $1,000, 
whichever is the lesser. 

(3) In the case of a married person living with 
husband and/or wife, where separate returns are filed 
by each spouse, 40 per cent of the victory tax, or $500, 
whichever is the lesser. 

(4) In the case of a husband and wife filing a joint 
return, 40 per cent of the aggregate victory tax, or 
$1,000, whichever is the lesser. 

(5) In addition to the above amounts, there is also 
allowed an amount equal to 2 per cent of the victory 
tax or $100, whichever is the lesser, for each depend- 
ent of the taxpayer. 

If for any taxable year, the status of the taxpayer 
with respect to his marital relationship or his de- 
pendents changes, the amount of the post-war credit 
is to be apportioned according to the number of 
months before and after the change. In the case of 
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a Supplement T taxpayer (one making his income tax 
return on the simplified form with gross income from 
certain sources of $3,000 or less), his status is to be 
determined as of July 1 of each year. 


Excess Profits Tax 


The rate of tax for taxable years beginning after 
December 31, 1941 is 90%. However, the aggregate 
of the excess profits, the normal and surtax may not 
exceed 80% of the corporation’s surtax net income. 

The specific exemption of $5,000 remains the same. 

Under the new law the unused excess profits credit 
may be carried back for two years as well as forward, 
the carry-back being applied first. The carry-back 
may not be applied to any taxable year beginning be- 
fore January 1, 1941. 

Example: A corporation on the calendar year basis 
has an excess profits credit of $100,000. Its excess 
profits net income for 1942 to 1948 is as follows: 


Excess profits Unused 
Year net income credit 
Peer ere $125,000 0 
Mr tonnceyenmwest 185,000 0 
ee ee ee 55,000 $45,000 
1945 25,000 75,000 
eee errr er 30,000 70,000 
rere rr 160,000 0 
EE Okina nr es ak veal 200,000 0 


The 1944 unused credit of $45,000 may be carried 
back to 1942, to absorb the $25,000 excess of the 1942 
excess profits net income over the $100,000 credit. 
The $20,000 remainder of the 1944 unused credit is 
to be applied to 1943. Of the $75,000, 1945 unused 
credit, $65,000 is to be applied to 1943, the $10,000 
balance to be applied against 1947. Of the $70,000 
unused credit for 1946, $50,000 may be applied against 
1947, and $20,000 against 1948. The last year, 1948, 
is the only year the corporation would be required 
to pay excess profits tax, which is payable on $175,000 
which is the adjusted excess profits net income after 
deduction of the $5,000 specific credit and the $20,000 
unused excess profits credit. 

Note that the $5,000 specific exemption is not taken 
into consideration in the carry-overs or carry-backs. 

The unused excess profits credit for a taxable year 
of less than 12 months shall be prorated according 
to the ratio of the number of days in the taxable year 


to the number of days in the 12 months ending with 
the close of the taxable year. 


The invested capital credit will be computed on a 
sliding scale as follows: 
8% on the first 5 million dollars, 
7% on the next 5 million dollars, 
6% on the next 190 million dollars, 
5% on the balance of invested capital. 
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Constructive Average Base Period Net Income 
Relicf Provisions Broadened 

This amendment is designed to give relief to cor- 
porations with abnormally low excess profits credits. 
Corporations satisfactorily establishing their eligibil- 
ity for relief will be allowed, in lieu of their actual 
base period net income, a constructive average base 
period net income, predicated upon an amount which 
is a fair and just reflection of the normal earning capa- 
city of the business and which it is entitled to retain 
before the imposition of an excess profits tax. In 
determining such constructive average base period 
net income, no regard shall be had to events or con- 
ditions affecting the taxpayer, an industry of which 
it is a member, or taxpayers generally occurring or 
existing after December 31, 1939, except that, in the 
case of (1) a change in the capacity for production 
or operation of the business consummated during any 
taxable year ending after December 31, 1939, as a 
result of a course of action to which the taxpayer 
was committed prior to January 1, 1940, or (2) any 
acquisition before May 31, 1941, of a competing news- 
paper, or (3) in the case of invested capital corpora- 
tions (corporations not entitled to the income credit), 
regard shall be had to the change in character of the 
business in cases (1) and (2), above, or the nature of 
the taxpayer and the character of its business in case 
(3), to the extent necessary to establish the normal 
earnings to be used in the constructive average base 
period net income. High war prices, swollen demand, 
and other factors which would not be normal prior 
to the imposition of the excess profits tax shall be 
eliminated in the computation of the normal or 
average earning capacity of the taxpayer. 

Two classes of taxpayers are entitled to this relief: 
(1) those entitled to use the excess profits credit based 
on income under Code Sec. 713, if such credit does 
not represent normal earnings because, for certain 
reasons outlined below, the level of business during 
the base period was unusually low, and (2) those 
which otherwise would be entitled to use only the in- 


vested capital method, and their invested capital is 
abnormally low. 


Corporation Normal Tax 


The new law changes not only the rates of corpo- 
ration taxes, but also the amount on which the rates 
are based, especially where excess profits tax liability 
is involved. 

Under prior law, the excess profits tax was allowed 
as a deduction from gross income in determining net 
income. In the new law, this deduction is not allowed. 
Instead, there is allowed as a credit against net in- 
come (for the purpose of the corporation normal tax, 
the surtax, and the surtax on improper accumula- 
tions) the amount of the adjusted excess profits net 
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income—that is, the amount on which the 90 per cent 
excess profits tax rate is computed. Thus, the cor- 
poration may retain 10 per cent of its excess profits 
without imposition of any further Federal income tax 
or excess profits tax thereon. In certain cases where 
the excess profits tax is computed under special pro- 
visions, the credit might be an amount different from 
the adjusted excess profits net income. These are 
cases where the tax is determined (1) under Code 
Sec. 721 relating to abnormalities, (2) under Code 
Sec. 726 relating to corporations completing contracts 
under the Merchant Marine Act of 1936, (3) under 
Code Sec. 731 relating to corporations engaged in 
mining strategic minerals, or (4) under Code Sec. 
736 (b) relating to long-term contracts. In such cases 
the credit is an amount of which the excess profits tax 
is 90 per cent. For example, if the excess profits tax 


100 
were $7,200 the credit would be —— of that, or $8,000. 


90 

If the excess profits tax were $9,000, the credit would 
be $10,000. The excess profits tax, for the purpose 
of the above computation, is the amount computed 
without regard to the credit for foreign taxes, or to 
the 80 per cent limitation described in the explanation 
of Sec. 202, 1942 Act, herein, or to any Code Sec. 
734 adjustments (adjustments on account of incon- 
sistent position). 

The normal-tax net income, therefore, on which 
the corporation normal tax is based, is the net income 
minus the sum of the following items: (1) the credit 
for partially taxable interest on obligations of the 
United States and its instrumentalities; (2) the new 
credit for adjusted excess profits net income, as de- 
scribed above; and (3) the 85 per cent credit for divi- 
dends received, subject to the new limitation described 
herein. 

Except for the above change in base, the changes 
in normal tax are slight. As before, corporations with 
normal-tax net incomes of not more than $25,000 
are taxed in three brackets at graduated rates of 15, 
17, and 19 per cent. Corporations with normal-tax 
net incomes of more than $25,000 are taxed at a flat 
rate of 24 per cent except that if the normal-tax net 
income is not over $50,000, the alternative tax pro- 
vided in the law is the effective tax. This alternative 
tax has been changed. It is now $4,250, plus 31 per 
cent of the amount of the normal-tax net income in 


excess of $25,000. 


Corporation Surtax 

Under the new law, corporations surtax net in- 
come is the net income minus the following items: 
(1) the credit allowed for the adjusted excess profits 
net income, (2) the credit for dividends received 


Turn to page 701 















ALABAMA 
Dec. 1 
Automobile dealers’ reports due. 
Dec. 10—— 
Alcoholic beverage reports due from whole- 
salers, distributors and retailers. 
Automobile dealers’ reports due. 
Oil and gas conservation tax due. 
Tobacco use tax and reports due. 
Dec. 15—— 
Gasoline tax reports due from carriers, 
warehouses and transporters. 
Income tax (fourth installment) due. 
Lubricating oils tax reports due from car- 
riers, warehouses and transporters. 
Motor carriers’ mileage reports and tax 
due. 
Dec. 20—— 
Automobile dealers’ reports due 
Coal and iron ore mining tax reporis and 
payment due. 
Gasoline tax reports and payment due. 
Lubricating oils taxes and reports due. 
Motor fuel tax reports and payment due. 
Sales tax reports and payments due. 
Dec. 30—— 
Carbonic acid gas reports due. 
Dec. 31—— 
Property tax—last day to pay balance. 





ARIZONA 
Dec. 5—— 
Alcoholic beverage licensee reports due. 


Dec. 15—— 
Gasoline tax reports and payment due. 
Gross income reports and payment due. 
Motor carriers’ reports and taxes due. 
Use fuel taxes and reports due. 
Dec.—Third Monday—— 
Express companies—last day to pay tax. 
Private car company taxes delinquent. 
Dec. 25—— 
Motor fuel carriers’ reports due. 


ARKANSAS 
Dec. 10—— 
Alcoholic beverage reports and taxes due. 
Motor fuel carriers’ reports due. 
Natural resources—statement of purchases 
due. 
Natural resources severance tax reports 
and payment due. 
Dec. 20—— 
— receipts tax reports and payment 
ue. 
Motor fuel tax and reports due. 
Use fuel tax and reports due. 
Dec. 31—— 
Automobile manufacturers’ license tax ex- 
Pires, 
Motor vehicle registration and fees due. 


CALIFORNIA 
Dec. 1—— 
Common carriers’ distilled spirits taxes and 
reports due, 
Gasoline tax due. 
Dec. 5—— 
Private car tax due. 
Dec. 15—— 
Distilled spirits reports and tax due. 
Gasoline tax reports due. 
Motor carriers’ license fees due. 
Personal income tax (third installment) 
due. 
Use fuel taxes and reports due. 
Dec. 20—— 
Beer and wine reports and taxes due. 
Motor carriers’ gross receipts tax due. 


COLORADO 
Dec. 5—— 
Motor carriers’ compensation taxes due. 
Dec. 10—— 
Motor carriers’ reports due. 


Wholesalers’ alcoholic beverage reports 
due. 
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Dec. 14—— 

Sales tax reports and payment due. 

Use tax reports and payment due. 
Dec. 15— 

Coal mine owners’ reports due. 

Coal tonnage tax reports due. 

Income tax (fourth installment) due. 

Service tax reports and payment due. 
Dec. 25—— 

Gasoline tax reports and payment due. 
Dec. 31—— 

Motor vehicle registration due. 


CONNECTICUT 


Dec. 1 
Gasoline tax due. 
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Dec. 15—— 
Gasoline tax reports due. 


Dec. 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 
DELAWARE 
Dec. 15—— 


Alcoholic beverage reports due from im- 
porters and manufacturers. 

Filling station’s gasoline tax reports due. 

Income tax (fourth installment) due. 


Dec. 31— 
Carriers’ gasoline tax reports due. 
Distributors’ gasoline taxes and reports 
due. 


DISTRICT OF COLUMBIA 


Dec. 10—— 

Alcoholic beverage reports due from li- 
censed manufacturers, wholesalers and 
retailers. 

Beer reports due from licensed manufac- 
turers and wholesalers. 


Dec. 15—— 
Beer tax due. 


Dec. 25—— 
Gasoline tax reports and payment due. 


FLORIDA 


Dec. 10—— 
Alcoholic beverage reports due from deal- 
ers and manufacturers. 
Dec. 15— 
Alcoholic beverage reports due from trans- 
porters and carriers. 
Carriers’ gasoline reports due. 
Dealers’, importers’ and carriers’ gasoline 
reports due. 
Gasoline tax reports and payment due. 
Motor fuel use tax and reports due, 
Dec. 31—— 
Motor transportation company reports and 
taxes due. 


GEORGIA 


Dec. 10—— 
Tobacco wholesale dealers’ reports due. 


Dec. 15—— 
Malt beverage taxes and reports due. 


Dec. 20—— 
Bank share tax delinquent. 
Gasoline tax reports and payment due. 
Intangible personal property tax delin- 
quent and interest-bearing. 
Property tax delinquent and interest-bear- 
ing. 
Dec. 31—— 
Chain store and mail order house tax due, 
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IDAHO 


Dec. 10—— 
Beer dealers’ reports due. 
Dec. 15—— 
Electric power company reports and taxes 
due. 
Gasoline tax reports and payment due. 


Dec.—Fourth Mouday 
Personal property tax due. 
Real property tax (semi-annual 
ment) due. 
Dec. 31—— 
Chain store tax due. 





install- 


ILLINOIS 
Dec. 10—— 
Motor carriers’ mileage tax due. 
Dec. 15— 
Alcoholic beverage reports—last day to 
file. 
Alcoholic beverage reports due from ware- 
housemen. 
Cigarette tax returns due. 
Public utility reports and taxes due. 
Sales tax reports and payment due. 
Dec. 20—— 
Gasoline tax reports and payment due. 
Oil production taxes and reports due. 
Dec. 30—— 
Transporters’ gasoline tax reports due. 


INDIANA 
Dec. 15—— 
Bank and trust company intangibles tax 
reports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
Dec. 20 
Bank and trust company intangibles tax 
due. 
Bank share tax due. 
Building and loan association intangible 
tax reports and payment due. 
Dec. 25—— 
Gasoline taxes and reports due. 
Dec. 31—— 
Private car company taxes due. 





IOWA 
Dec. 10— 
Carriers’ gasoline tax reports due. 
Class ‘‘A’’ permittees’ beer taxes and re- 
ports due. 
Reports of vendors of cigarettes, cigarette 
papers, etc., due. 


Dec. 20—— 
Gasoline taxes and reports due. 
Dec. 31—— 
Last day to pay pipe line company inspec- 
tion fees. 
KANSAS 
Dec. 10—— 


Malt beverage taxes and reports due. 
Dec. 15—— 
Carriers’ gasoline tax reports due. 
Compensating taxes and reports due. 
Motor carriers’ gross ton mileage taxes 
and reports due. 
Dec. 20—— 
Bank share tax due. 
Property tax (first installment) due. 
Sales tax reports and payment due. 
Dec. 25—— 
Gasoline taxes and reports due. 
Dec. 31—— 
Express companies—last day to pay tax. 


KENTUCKY 
Dec. 10—— 


Amusement and entertainment tax and re- 


ports due. 
Cigarette tax reports due. 
Last day to file aircraft fuel refund claims. 


Refiners’ and importers’ gasoline tax re- 
ports due. 
Dec. 15—— 
Alcoholic beverage reports due. 
Motor vehicle fuel (other than gasoline) 
taxes and reports due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts taxes and re- 
ports due. 
Dec. 20—— 
Oil production taxes and reports due. 
Dec. 31 
Dealers’ and transporters’ gasoline taxes 
and reports due. 





LOUISIANA 
Dec. 1—— 
Wholesalers’ tobacco reports due. 
Dec. 10— 
Importers’ gasoline taxes and reports due. 
Importers’ kerosene taxes and reports due. 
Importers’ light wines and beer reports 
due. 
Importers’ lubricating oils reports due. 
Dec. 15—— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wines and beer reports due. 
Carriers’ lubricating oils reports due. 
Intoxicating liqnuor manufacturers’ and 
dealers’ reports due. 
Wholesalers’ tobacco reports due. 





Dec. 20—— 
Dealers’ and manufacturers’ light wines 
and beer tax reports due. 
Dealers’ gasoline taxes and reports due. 
Dealers’ kerosene taxes and reports due. 
Fuel use taxes and reports due. 
Lubricating oils tax due; dealers’ reports 
due. 
New Orleans sales and use taxes and re- 
ports due. 
Petroleum solvents reports due. 
Use tax and reports due. 
War emergency sales tax and reports due. 
Dec. 31—— 
Bank share tax due. 
Foreign corporation reports due. 
Property tax due. 
Public utility supervision and inspection 
fees due. 


MAINE 
Dec. 10—— 
Manufacturers’ and wholesalers’ malt bev- 
erage reports due. 


Dec. 15—— 
Railroad and street railroad tax (install- 
ment) due. 
Use fuel tax and reports due. 
Dec. 31—— 


Gasoline tax and reports due. 





MARYLAND 
Dec. 10—— 
Admissions tax payment due. 
Dec. 15—— 


Income tax (fourth installment) due. 
Dec. 30—— 
Reports due from purchasers of motor fuel 
in cargo lots. 
Dec. 31 
Beer tax reports and payment due. 
Gasoline tax reports and payment due. 





MASSACHUSETTS 
Dec. 10—— 
Alcoholic beverage excise taxes and re- 
turns due. 
Meals tax and reports due. 
Dec. 15—— 
Cigarette distributors’ tax reports and pay- 
ment due. 
Dec. 31—— 
Gasoline tax reports and payment due. 


MICHIGAN 
Dec. 1—— 
Gas and oil severance taxes and reports 
due. 
Steam vessel tonnage taxes and returns 
due. 
Dec. 5—— 


Carriers’ gasoline tax reports due. 
Dec. 10—— 
Common and contract carriers’ reports and 
fees due. 
Dec. 15—— 
Sales tax reports and payment due. 
Use taxes and reports due. 


Dec. 20—— 
Distributors’ gasoline taxes and reports 
due. 
MINNESOTA 
Dec. 10—— 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 
Dec. 15— 
Income tax (fourth installment) due. 
Interstate motor carriers’ mileage tax due. 
Dec. 25— 
Gasoline tax payments due. 
Special use fuel taxes and reports due. 


MISSISSIPPI 
Dec. 1—— 

Bank share tax due. 

Electric light and power, express, pipe 
line, sleeping car, telegraph and tele- 
phone company taxes due. 

Dec. 10-—— 
Admission tax and reports due. 
Dec. 15— 

Gasoline tax reports due. 

Income tax (fourth installment) due. 

Manufacturers, distributors’ and whole- 
salers’ tobacco reports due. 

Sales tax and reports due. 

Timber severance reports and taxes due. 

Use tax and reports due. 

Wholesalers’, distributors’, retailers,’ and 
common carriers’ light wines and beer 
reports due. 


MISSOURI 
Dec. 1—— 
Income tax (fourth installment) due. 
Dec. 5—— 
Non-intoxicating beer permittees’ reports 
due. 
Dec. 15— 
Alcoholic beverage reports due. 
Gasoline tax reports due. 
Retail sales tax and reports due. 



























































































Dec. 
Ge 
Us 


Di 





2 


ie] 


re- 


ns 


nd 


ie. 


pe 
e- 


id 
er 


ts 


November, 1942 


STATE TAX CALENDAR 


STATE TAX CALENDAR 





Dec. 25— 
Gasoline tax due. 
Use fuel reports and tax due. 


MONTANA 
Dec. 15-— 
Brewers’ and liquor wholesalers’ taxes and 
reports due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
Railroad company’s gasoline tax reports 
due. 
Dec. 20—— 
Producers’, transporters’, dealers’ and re- 
finers’ crude petroleum reports due. 


NEBRASKA 
Dec. 1 
Domestic insurance company premiums tax 
due. 
Personal property tax (first installment) 
due. 
Dec. 15—— 
Gasoline tax reports and payment due. 
Imitation butter tax and reports due. 
Manufacturers’ and wholesalers’ alcoholic 
beverage reports due. 





NEVADA 

Dec.—First Monday 

Property tax (first installment) due. 
Dec. 15—— 

Carriers’ gasoline tax reports due. 
Dec. 25—— 

Dealers’ gasoline taxes and reports due. 

Use fuel tax report and tax due. 





NEW HAMPSHIRE 

Dec. 1 

Gasoline tax due. 

Property tax due. 
Dec. 10— _, 

Alcoholic beverage taxes and reports due. 
Dec. 15— 

Gasoline tax reports due. 





NEW JERSEY 
Dec. 1—— 


Public utilities using the streets—third in- 
stallment of tax due. 
Railroad companies’ franchise and prop- 
erty taxes due. 
Dec. 10—— 
Busses and jitneys in municipalities—gross 
receipts taxes and reports due. 


Interstate busses—excise taxes and reports 
due. 
Dec. 15—— 
Manufacturers’, distributors’, transport- 


ers’, warehousemen’s and importers’ al- 
coholic beverage reports and taxes due. 
Dec. 20—— 
Retail consumption and distribution alco- 
holic beverage taxes and reports due. 
Dec. 30—— 
Carriers’ gasoline tax reports due. 
Dec. 31 


Distributors’ gasoline taxes and reports 
due. 





NEW MEXICO 
Dec. 1—— 


Bank tax (first half) delinquent. 

Property tax (semi-annual installment) 
due. 

Dec. 15—— 

Occupational gross income tax reports and 
Payment due. 

Oil and gas conservation tax reports due. 

Severance taxes and reports due. 


Dec.—Third Monday— 

Express companies—last day to pay tax. 
Dec. 20 

Motor carriers’ reports and taxes due. 
Dec. 25—— 

Gasoline taxes and reports due. 

Use or compensating taxes and reports 

due. 





NEW YORK 
Dec. 20—— 
Alcoholic beverage taxes and reports due. 
Dec. 25—— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise tax 
and returns due. 
Public utility additional taxes and reports 
due. 
Dec. 31—— 
Gasoline taxes and reports due. 


NORTH CAROLINA 
Dec. 10—— 
Alcoholic beverage tax and railroad reports 
due. 
Carriers’ gasoline tax reports due. 
Dec. 15—— 
Sales tax and reports due. 
Spirituous liquor tax due. 
Use tax and reports due. 





Dec. 20—— 
Distributors’ gasoline taxes and reports 
due. 
Franchise bus carriers’ and haulers’ re- 
ports and taxes due. 


NORTH DAKOTA 
Dec. 15—— 
Alcoholic beverage transactions taxes and 
reports due. 
Gasoline tax reports and payment due. 
Income tax (fourth installment) due. 
Interstate motor carriers’ tax due. 
Dec. 31—— 
Bank and trust company income tax due. 


OHIO 
Dec. 10—— 
Admissions taxes and reports due. 
Class ‘‘A’’ and ‘‘B’’ permittees’ alcoholic 
beverage reports due. 
Dec. 15—— 
Cigarette use taxes and reports due. 
Utility excise tax delinquent. 
Dec. 20—— 
Dealers’ gasoline tax reports due. 
Real and public utility property tax (semi- 
annual installment) due. 
Dec. 30—— 
Carriers’ gasoline tax reports due. 
Dec. 31—— 
Gasoline tax due. 





OKLAHOMA 
Dec. 1—— 
Oil, gas and mineral gross production taxes 
and reports due. 
Dec. 5—— 
Mine operators’ (other than coal mines) 
reports due. 
Dec. 10—— 
Airports’ gross receipts taxes and reports 
due. 
Alcoholic beverage taxes and reports due. 
Dec. 15—— 
Carriers’ gasoline tax reports due. 
Gasoline taxes and reports due. 
Sales tax and reports due. 
Dec. 20—— 
Carriers’ use fuel tax reports due. 
Coal mine operators’ reports due. 
Use fuel oil tax and reports due. 
Use taxes and reports due. 


OREGON 
Dec. 10—— 
Oil production taxes and reports due. 
Dec. 20—— 
Alcoholic beverage reports and taxes due. 
Gasoline taxes and reports due. 
Motor carriers’ reports and taxes due. 


PENNSYLVANIA 
Dec. 10—— 

Malt beverage reports due. 

Spirituous and vinous liquor importers’ re- 
ports due. 

Dec. 15—— 

Employers’ reports of tax withheld at 
source due under Philadelphia Income 
Tax Law. 

Manufacturers’ alcoholic beverage taxes 
and reports due. 

Philadelphia income tax (fourth install- 
ment) due. 

Dec. 31—— 
Gasoline taxes and reports due. 


RHODE ISLAND 
Dec. 10—— 


Manufacturers’ alcoholic beverage reports 
due. 


Tobacco products tax reports due. 
Dec. 15—— 


Gasoline taxes and reports due. 


SOUTH CAROLINA 
Dec. 10—— 


Admissions taxes and reports due. 
Beer and wine wholesalers’ reports due. 
Power tax returns—last day to file. 
Dec. 20—— 
Dealers’ fuel oil reports due. 
Fuel use tax returns and payment due. 
Gasoline taxes and reports due. 
Dec. 31 
Property tax (installment) due. 





SOUTH DAKOTA 
Dec. 1 


Passenger motor carriers’ taxes due. 
Dec. 15—— 


Alcoholic beverage sales reports due. 
Gasoline tax reports due. 





TENNESSEE 
Dec. 1—— 
Cottonseed oil mill reports due during 
month. 
Dec. 10—— 


Alcoholic beverage reports—last day to file. 
Barrel tax on beer due. 

Carriers’ gasoline tax reports due. 
Cigarette distributors’ reports due. 
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Dec. 15—— 


Carriers’ use fuel reports due. 
Reports due on fuel used in internal com- 
bustion engines. 


Dec. 20—— 


Gasoline distributors’ monthly taxes and 
reports due. 
Liquid carbonic acid gas tax due. 


Dec. 31—— 


Motor carriers’ tax due. 


TEXAS 


Dec. 15—— 


Oleomargarine dealers’ taxes and reports 
due. 


Dec. 20—— 


Carriers’ motor fuel tax reports due. 

Motor fuel tax and reports due, 

Liquefied gas and liquid fuel users’ tax and 
reports due. 

Motor fuel tax and reports due. 


Dec. 25—— 


Carbon black production taxes and reports 
due. 

Natural gas production taxes and reports 
due. 

Oil production taxes and reports due. 

Theatres’ prizes and awards taxes and 
payments due. 


Dec. 31—— 


Chain store tax due. 


UTAH 


Dec. 10—— 


Carriers’ gasoline tax reports due. 
Carriers’ use fuel tax reports due. 
Liquor licensee reports due. 


Dec. 15—— 


Distributors’ and retailers’ gasoline taxes 
and reports due. 

Excise (income) tax (fourth installment) 
due. 

Use fuel tax and reports due. 


VERMONT 

Dec. 10—— 

Alcoholic beverage taxes and reports due. 

Dec. 15—— 

Electric light and power company reports 
and taxes due. 

Personal and_ corporation 
(fourth installment) due. 

Dec. 31—— 

Gasoline taxes and reports due. 

Sleeping, parlor and dining car company 
taxes due. 


income tax 


VIRGINIA 

Dec. 5—— 

Individual income tax due. 

Property tax—last day to pay. 

Dec. 10—— 

Beer dealers’, bottlers’ and manufacturers’ 
reports due. 

Dec. 20—— 

Carriers’ gasoline tax reports due. 

Gasoline taxes and reports due. 

Use fuel taxes and reports due. 


WASHINGTON 
Dec. 10— 
Malt products brewers’ and manufactur- 
ers’ reports due. 
Dec. 15—— 
Butter substitute taxes and reports due. 
Carriers’ gasoline tax reports due. 
Gasoline taxes and reports due. 
Use fuel tax and reports due. 


WEST VIRGINIA 

Dec. 1 

Property tax (semi-annual installment) de- 
linquent. 





Dec. 31 


Dec. 10—— 


Alcoholic beverage taxes and reports due. 


Dec. 15—— 


Sales tax and reports due. 


Dec. 30—— 


Gasoline taxes and reports due. 


WISCONSIN 


Dec. 1—— 


Beer tax due. 


Heat, light and power conservation and 
regulation company taxes due. 


Dec. 10—— 


Alcoholic beverage reports due. 
Tobacco products tax returns due. 


Dec. 15—— 


Coal docks tax due. 
Grain elevator tax due. 
Scrap iron and scrap steel docks taxes due. 


Dec. 20-—— 


Gasoline and diesel fuel taxes and reports 
due. 


Dec. 31—— 


Privilege dividends tax due. 





WYOMING 


Dec. 1—— 


Metalliferous miners’ reports due. 


Dec. 10—— 


Carriers’ gasoline tax reports due. 


Dec. 15—— 


Gasoline taxes and reports due. 
Sales tax and reports due. 
Use taxes and reports due. 


Dec. 20-—— 


Motor carriers’ taxes and reports due. 





Express company gross receipts tax due. 
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Dec. 15— 


Corporation income tax and excess profits 
tax returns due for fiscal year ended 
September 30. Forms 1120 and 1121. 


Domestic corporations (business and rec- 
ords abroad or principal income from 
U. S. possessions)—returns due for fiscal 
year ended June 30, by general exten- 
sion, with interest at 6% from Septem- 
ber 15 on the first installment. Forms 
1120 and 1121, 


Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended September 30. Forms 
1040, 1040A, 1041, 1120, 1121, 1120H, 
1120L. 

Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended June 30. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 


Fiduciary income tax return due for fiscal 
year ended September 30. Form 1041. 





Foreign corporations—see ‘‘Nonresident 
foreign corporations’’ and ‘‘Resident for- 
eign corporations’’ below. 


Foreign partnership return of income due 
by general extension for fiscal year end- 
ed June 30. Form 1065. 


Individual income tax return due for fiscal 
year ended September 30. Form 1040. 


Individual income tax returns due by gen- 
eral extension for fiscal year ended June 
30, in case of American citizens abroad. 
Forms 1040 and 1040A, 


Last quarterly income-excess profits tax 
payment due for year ended Decembe: 
31, 1941. Forms 1040, 1041, 1120, 1120H 
1120L, 1121. 


Last quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended September 30, 1941. Forms 10408 
1040NB, 1040NB-a, 1120NB. 


Life insurance company income tax returns 
due for fiscal year ended September 
Form 1120L. 


Monthly information return of stockhold 
ers and directors of foreign personal 
holding companies due for November. 
Form 957. 


Nonresident alien individual income tax 
return due (business or office in U. S.) 
for fiscal year ended June 30, Form 
1040B. 


Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended June 30. Forms 
1040NB, 1040NB-a. 


Nonresident foreign corporation income 
tax return due for fiscal year ended 
June 30. Form 1120NB. 


Partnership return of income due for fiscal 
year ended September 30. Form 1065. 


Resident foreign corporations—returns due 
for fiscal year ended June 30, by gen- 
eral extension. Forms 1120 and 1121. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended June 
30. Forms 1040, 1040A, 1041, 1120, 1120H 
1120L, 1121. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal yea: 
ended March 31, 1942. Forms 11405 
1120H, 1120L, 1120NB. 

Stockbrokers’ monthly return of stamp ac- 
count due for October. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended March 
31, 1942. Forms 1040, 1040A, 1041, 11- 
1120H, 1120L, 1121. 


Dec. 20—— 


Monthly information return of ownership 


certificates and income tax to be paid at 
source on bonds due for Novembe! 
Form 1012. 


Dec. 31—— 


Admissions, dues and safety deposit box 


rentals tax due for November. Form 72”. 


Excise taxes on gasoline, lubricating oils. 
and matches, due for November. Form 


726. 


Excise taxes on sales by manufacturers, 
producers, or importers due for Novem- 


ber. Form 728. 


Excise taxes on telegraph and telephone 
facilities, transportation of oil by pipe 
line, and passenger transportation due 


for November. Form 727. 


Processing taxes on certain vegetable oils 


due for November. Form 932. 


Retail dealers’ excise tax and returns due 
for November on jewelry, furs and toilet 


preparations, Form 728a. 


Sugar (manufactured) tax due for Novem- 


ber. Form 1 (Sugar). 
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Irrevocable Trusts 


(Continued from page 654) 
and the further statement of the same Chief Justice in 
the same case to the effect that: 


“Property transferred in trusts subject to a power of con- 
trol over its disposition reserved to the donor is likewise 
required by paragraph 302(d) to be included in the gross 
estate. But it does not follow that the transfer in trust is 
also taxable as a gift.” (Italics supplied.) 


\Vhile calling attention to the fact “that the Rev- 
enue Act provides for the credit of gift taxes on estate 
subsequently levied on property included in the gift 

.’ the court proceeds by stating that: 


“In transfers to tenants by the entirety and in trust settle- 
inents made after March 3, 1931, under which income is re- 
served to the settlor for life, estate taxes are imposed which 
to some extent overlap gift taxes. We do not understand 
that Estate of Sanford v. Commissioner, supra, inferentially 
overruled the decisions in the cases last mentioned, or that it 
went any farther than to hold that because a transfer in trust 
which was incomplete would ultimately be subject to estate 
tax it was not subject to gift tax. We adhere to that view 
of the Sanford case. We conclude that the taxability under 
the estate tax of the contingent remainders in the instant case 
does not exempt them from the gift tax.” 


Finally, the court concludes its opinion by stating 
that: 

“For the foregoing reasons, we think that Hughes v. Com- 
misstoner, 9th Cir., 104 Fed. 2d 144, was correct and that its 
conclusion is unaffected by the subsequent decisions in the 
Sanford and Hallock cases. We accept Mr. Paul’s summary: 
‘The Ninth Circuit in the Hughes case looked upon gift tax 
liability as essentially a matter of comparative life expectancies, 
which are, of course, unaffected by the contingent or vested 
nature of the trust interest.’ ” 

This decision seems to be in perfect accord with the 
sentiments expressed by Mr. Randolph E. Paul (Fed- 
eral Estate and Gift Taxation, p. 1187), when he states: 


“The Ninth Circuit in the Hughes case looked upon gift tax 
liability as essentially a matter of comparative life expectan- 
cies which are, of course, not affected by the contingent or 
vested nature of the trust interest. As Mr. Justice Cardozo 
observed in another context, ‘The label counts for little.’ If 
the description in terms of property law is irrelevant the 
change wrought by Helvering v. Hallock should likewise be 
regarded as unrelated to gift tax liability. The Sanford case 
may be disposed of as involving a trust reserving to the 
grantor the power to alter the flow of benefits, whereas the 
final fruition of a reversionary interest in actual possession 


and enjoyment is beyond the donor’s control once the trust is 
established.” 


The Sanford Case Distinguished 


Thus, the Second Circuit Court of Appeals dis- 
tinguishes the U. S. Supreme Court decision in the 
Sanford case, limits same only to a case where there is 
a reserved power by a grantor to change beneficiaries 
and/or benefits, and follows the Hughes decision, which 
preceded the Sanford one. By doing so, the Second 
Circuit Court actually nullifies the greatest and most 
vital portion of the Sanford decision, in so far as gift 
and estate taxes are concerned. By implication, it also 
overrules a certain portion of the Hallock decision. 
Of course, if one were concerned with what the gift tax 
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law ought to be, then the comments of such analysts as 
Mr. Randolph E. Paul and Professor Magill would be 
of extremely great importance. One then might agree 
or disagree with them in certain respects. However, 
the practitioner is mainly concerned with the law as it 
is and not as it ought to be, in the opinion of promi- 
nent commentators. Hence, the decisions of the U. S. 
Supreme Court in the Hallock and Sanford cases are 
binding upon practitioners as the law of the land and not 


the opinions of commentators, no matter how promi- 
nent they are. 


Remote Possible Revenue in McLean Trust 

The McLean (1934) trust contained a remote possible 

reverter. The Board considered the “transfers in 1934 
not completed gifts”, hence, not subject to gift 
tax. The Board, however, stated that: 

“Perhaps the transfers effected completed gifts of some 
estate less than a fee, but the determination was not made 
on that basis, the values necessary to any such determination 
are not in the record and no such issue is suggested by the 
parties. Cf. Helvering v. Taylor, 293 U. S. 507. Consequently, 


the Board expresses no opinion on that possibility. Cf. Hughes 


v. Commissioner, 104 Fed. (2d) 144, decided prior to the 
Hallock case.” 


The Fifth Circuit Court of Appeals reversed the 
Board in reference to that portion of its decision relat- 
ing to the 1934 trust there in question, and stated that: 


“Upon the question of its value the Commissioner contends 
that the entire value of the property dealt with in the trans- 
fers is includible as taxable gifts for 1934, either because the 
possibility of reverter was too remote to justify placing any 
value on it or, as was the case in Hughes v. Commissioner, 
9 Cir., 104 F. 2d 144, because its value was not shown.” 

“With the first contention that the possibility of reverter 
was too remote to be valued we cannot agree, and there is 
even less merit in the second contention, that because it was 
not valued in the proofs, the Commissioner’s valuation of the 
whole property must prevail in the face of our finding that the 
gift was not of the whole of it.” 


It is significant that in a similar situation the Ninth 
Circuit Court of Appeals in the Hughes case refused 
to refer that case to the Board “in the face of” its 
“finding that the gift was not of the whole of it.” 


While the court states that even a remote possible 
reverter has a value, it does not decide whether the 
value of the life estate there in question or the value of 
said entire estate less the value of the possible reverter, 
is subject to gift tax. 


Relinquishment of Reservations 


In the Higgins case, the subject involved was that 
of relinquishment of reservations made by the grantor of 


gs full power and authority to appoint to any beneficiary 
the whole or any part of the principal of the trust fund.” 
The Commissioner claimed that such relinquish- 


ment made the estate in question subject to gift tax. 
The Board sustained the Commissioner’s contention 
and the court affirmed the Board’s decision. 

There can be no difference of opinion in reference to 
the decision in this case under the authority of the 
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Sanford decision. The main interest for the practi- 


tioner in this case lies in the court’s analysis of the 
Sanford decision, the “construction” of it and the 
“limitation” placed upon same. These will be found 
in the study of the following three excerpts from said 
decision, to-wit: 

“Certain types of transfer result in relieving the transferor 
from the income tax, yet at his death the property which had 
been transferred during his lifetime is nevertheless included in 
his gross estate for estate tax purposes; and vice versa. For 
instance, when property is transferred by outright gift in con- 
templation of death, the donor no longer pays an income tax 
thereon, but such property is included in the donor’s gross 
estate upon his death. Likewise if a donor conveys property 
to trustees for the benefit of others, reserving a power to 
revoke in conjunction with one having a substantial adverse 
interest in the trust, the income is not thereafter taxable to 
the donor under I. R. C. Sec. 166, 26 U. S. C. A. Int. Rev. 
Code, Sec. 166, but upon his death the corpus will be included 
in his gross estate. Helvering v. City Bank Farmers Trust Co., 
1935, 296 U. S. 85. 56 S. Ct. 70, 8 L. Ed. 62.” 

“In Sanford’s Estate v. Commissioner, 1939, 308 U. S. 39, 
page 47, 60 S. Ct. 51, page 57, 84 L. Ed. 20, the Supreme Court 
recognized that ‘One purpose of the gift tax was to prevent 
or compensate for the loss of surtax upon income where large 
estates are split up by gifts to numerous donees.’ Yet the 
court put its main emphasis upon the integration of the gift 
tax with the estate tax, saying that ‘The two are in pari ma- 
teria and must be construed together,’ (308 U. S. page 44, 
60 S. Ct. page 56, 84 L. Ed. 20) as providing a ‘unified 
scheme of taxation of gifts whether made inter vivos or at 
death.’ 308 U. S. page 48, 60 S. Ct. page 58, 84 L. Ed. 20. 
‘Gift taxes,’ the court said (308 U.S. page 47, 60 S. Ct. page 57, 
84 L. Ed. 20), ‘will not be imposed on transactions which fall 
short of being completed gifts.’ The test of completeness of 
the transfer for purposes of the gift tax is no different ‘from 
that to be applied in determining whether the donor has 
retained an interest such that it becomes subject to the estate 
tax upon its extinguishment at death.’ 308 U. S. page 44, 
60 S. Ct. page 56, 84 L. Ed. 20. Further, a ‘retention of con- 
trol over the disposition of the trust property, whether for 
the benefit of the donor or others, renders the gift incomplete 
until the power is relinquished whether in life or at death.’ 
308 U. S. page 43, 61 S. Ct. page 56, 84 L. Ed. 20. Hence the 
court held that a gift in trust with reservation of power in 
the donor to alter the disposition of the property in any way 
not beneficial to himself, is incomplete and does not become 
subject to the gift tax so long as the donor retains that power. 
This conclusion was arrived at even though by virtue of the 
income tax provisions, the income from the trust property 
might have been no longer taxable to the donor. 308 U. S. 


pages 47, 48, 60 S. Ct. 51, 84 L. Ed. 20.” 
The court however, states: 


“We do not understand that the court in the Sanford case 
intended to establish the sweeping rule that a transfer inter 
vivos is never subject to the gift tax if notwithstanding such 
transfer the property is still includible in the donor’s gross 
estate for purposes of the estate tax. See Commissioner v. 
Marshall, 2d Cir., 1942, 125 Fed. 2d 943, 947, 948; Helvering, 
Commissioner, v. Robinette, * 3d Cir., March 23, 1942. In sev- 
eral instances, for reasons of policy, Congress has imposed an 
estate tax upon property of which the decedent had during 
his lifetime made a completed transfer by way of gift. One 
such instance, which the court specifically mentioned in the 
Sanford case, 308 U. S. page 45, 60 S. Ct. 51; 84 L. Ed. 20, is 
a gift in contemplation of death. Another such instance was 
presented in Commissioner v. Prouty, 1st Cir., 1940, 115 Fed. 
2d 331, where the donor-settlor of a trust reserved the power 
of revocation in conjunction with a person having a substan- 
tial adverse interest. Such a transfer has been recognized by 





13 Decided March 23, 1942, 42-1 ustc { 10,157, 42-2 ustc J 10,202. 
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the Supreme Court as a completed gift inter vivos. Reinecke 
v. Northern Trust Co., 1929, 278 U. S. 339, 346, 347, 49 S. Ct. 
123, 73 L. Ed. 410, 66 A. L. R. 392; Helvering v. City Bank 
Farmers Trust Co., 1935, 296 U. S. 85, 90, 56 S. Ct. 70, 80 
L. Ed. 62. As we pointed out in the Prouty case, the legisla- 
tive history of the gift tax indicates clearly that such a 
transfer in trust is subject to the gift tax, even though the 
property so transferred is still includible in the donor’s gross 
estate for purposes of the estate tax. See Paul, Federal Estate 
and Gift Taxation (1942), Sec. 17.09; Warren, supra, pp. 31-32. 
Another example of the same sort is an inter vivos transfer in 
trust, reserving the net income for life to the settlor, with an 
irrevocable remainder to another. This is no doubt a completed 
gift of the remainder interest, as the Supreme Court has recog- 
nized, May v. Heiner, 1930, 281 U. S. 1244; hence a gift tax 
would be payable thereon (see Helvering v. Robinette), 3d Cir., 
Mar. 23, 1942, even though, by amendment of the estate tax 
the whole of the trust property is includible in the donor’s 
gross estate. I. R. C., Sec. 811(c), 26 U. S. C. A. Int. Rey. 
Code. Sec. 811(c). See Paul, op. cit. Sec. 17.12. The same 
is true of an irrevocable transfer in trust with the mere possi- 
bility of reverter to the grantor. Here, it has been held that 
the grantor must pay a gift tax upon the value of the inter- 
mediate interests thereby created. Commissioner v. McLean, 
5 Cir., April 23, 1942, 127 Fed. 2d 942; Commissioner v. Mar- 
shall, 2 Cir., 1942, 125 Fed. 2d 943. But the property is includ- 
ible in the grantor’s gross estate for purposes of the estate tax. 
Helvering v. Hallock, 1940, 309 U. S. 106, 60 S. Ct. 444, 84 L. 
Fd. 604, 125 A. L. R. 1368. See Warren, supra, pp. 24-31.” 


The Sanford decision was made by a unanimous 
court (Mr. Justice Butler taking no part in the con- 
sideration or decision of this case). The opinion was 
written by Chief Justice Stone who, while unable to 
foresee the comments to follow this decision, was very 
familiar with the most important authorities on the 
subject in question. In fact, he refers to many of said 
authorities in order to support the court’s conclusion. 


Mr. Paul’s Comments on the Sanford Case 


Mr. Randolph E. Paul (Federal Estate and Gift 
Taxation, 1942, p. 1173) states that: 


“The Sanford case offers the only barrier to an overlapping 
in estate and gift taxes if it is assumed that the opinion in 
that case formulated the broad principle that estate and gilt 
taxes must not impinge upon the same transfer unless it is 
made in contemplation of death. It has been indicated that 
this interpretation renders the reasoning in Burnet v. Guggen- 
heim completely irrelevant, since correlation of both taxes 
becomes the all-embracing determinative factor. A number 
of things said by Chief Justice Stone himself in the Sanford 
case becomes wholly superfluous. Finally, and most signifi- 
cantly, such an interpretation of the Sanford case would bestow 
immunity from gift tax upon a fully completed inter vivos 
transfer, whereas in the Sanford case itself the gift was not 
consummated until the grantor surrendered his power to route 
the property to others. In the light of this understanding of 
Chief Justice Stone’s opinion—and it seems to be the more 
reasonable one—the relationship of the estate and gift taxes 
may be significant only where the court must select the pre- 
cise event which marks the surrender of control over economic 
benefits.” (Italics supplied.) 


While Mr. Paul is not much pleased with the Hal 
lock decision (in so far as the gift tax implications of 
same are concerned), he surely could not be charged 
with any particular love for the Sanford one. Of course, 
the Sanford decision being a Supreme Court [deci- 
sion] and a unanimous one at that, it becomes ex- 


tremely difficult to overrule same. Hence, he 
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distinguishes and limits it to the facts of that case 
only. Thus, he builds a quarantine around it, so that 
the infection of same may not spread. 

Yet, all the Supreme Court does in that case is to 
interpret and apply the Congressional sentiments on 
the subject in question. In addition thereto, it sub- 
mits a guide, a rule of conduct in order to avoid double 
taxation (gift and estate taxes) wherever possible, 
especially in view of the limitation of the gift tax credit 
(where the same estate becomes subject to estate 
taxes) contained in section 322 of the 1924 Act, which 
section, the court states: 


“ 


is without application unless there is a gift inter vivos 
which is taxable independently of any requirement that it shall 
be included in the gross estate.” (Italics supplied.) 

The court in the Higgins case, was perfectly right 
when it stated that: 


“We do not understand that the court in the Sanford case 
intended to establish the sweeping rule that a transfer iter 
vivos is never subject to the gitf tax if notwithstanding such 
transfer the property is still includible in the donor’s gross 
estate for purposes of the estate tax.” 

Yet, the same court, and especially the court in the 
Marshall case, are desirous and even anxious to have 
every inter vivos transfer, no matter what its nature is 
(except the one mentioned in the Sanford case ; reason 
apparent), be subject to a double tax, that of gift and 
estate taxes. Their desire, as well as that of the here- 
tofore mentioned commentators, in this respect, may 
be satisfied by a Congressional grant. But, until such 
grant is expressly made by Congress, the sentiments of 
said commentators and especially the application of 
said sentiments by the heretofore mentioned Circuit 
Courts of Appeals, are in direct violation of the man- 
date, as expressed in the Sanford decision, by a 
unanimous Supreme Court. 


The Chief Justice himself calls attention to the fact 
that “The two taxes are not always mutually 
exclusive” and cites the fact, not by way of limitation 
but rather as an example “of gifts made in contempla- 
tionofdeath .. .” 

The Chief Justice then specifically calls attention 
to the fact that: 


“Property transferred in trust subject to a power of control 
over its disposition reserved to the donor is likewise required 
by Sec. 302(d) to be included in the gross estate. But it 
does not follow that the transfer in trust is also taxable as 
a gut” 

Referring to authorities in support of its contention 
that there are many instances where the conveyances 
which are subject to gift tax become likewise subject 
to estate tax, the court, in the Higgins case, mentions 
first “gifts in contemplation of death”. In that respect, 
there is no difference of opinion between the Sanford 
decision and the Higgins one. 

The First Circuit Court of Appeals then proceeds by 
Stating that: 
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“Another such instance was presented in Commissioner v. 
Prouty, 1st Cir., 1940, 115 Fed. 2d 331, where the donor settlor 
of a trust reserved the power of revocation in conjunction with 
a person having a substantial adverse interest. Such transfer 
has been recognized by the Supreme Court as a completed gift 
inter vivos. Reinecke v. Northern Trust Co., 1929, 278 U. S. 
339, 346, 347, 49 S. Ct. 123, 73 L. Ed. 410, 66 A. L. R. 397; 
Helvering v. City Bank Farmers Trust Co., 1935, 296 U. S. 85, 
90, 56 S. Ct. 70, 80 L. Ed. 62.” 


Extensive excerpts from various decisions were pur- 
posely made in order to do justice to the respective 
opinions. Unfortunately, the limitation of space does 
not permit a more detailed analysis of same. However, 
the heretofore mentioned Prouty decision serves as a 
good example of confused thinking on the subject in 
question. Hence, attention will be paid to it. 

Mrs. Prouty, the grantor, established three trusts, 
respectively numbered 1,2and 3. Mr. Prouty became 
the primary beneficiary and their children the sec- 
ondary ones. 

All trusts, except for difference of beneficiaries, are 
alike. Trust No. 1, however, provides additional bene- 
fits for Mr. Prouty. Revocation powers were reserved 
in all said trusts by the grantor, which powers could 
be exercised only with the consent of Mr. Prouty, the 
primary beneficiary. In 1935 Mrs. Prouty renounced 
said reserved powers and the Commissioner assessed a 
gift tax by virtue of such renunciation. The estate, 
included in all of said trusts, became the subject of 
such assessment. 

The First Circuit Court of Appeals came to the con- 
clusion that the primary beneficiary was a substantial 
adverse one as far as Trust No. 1 is concerned, and not 
as far as Trusts Nos. 2 and 3. Hence, it decided that 
the conveyance of the estate in Trust No. 1 became 
complete in 1931, and the conveyances of the estates in 
Trusts Nos. 2 and 3 became complete in 1935, when 
the renunciation was made. It, therefore, sustained the 
Commissioner’s contention in reference to Trusts Nos. 
2 and 3 but not Trust No. 1 and stated: 

“As a result, Trust No. 1 escapes both the gift and estate 
tox.” 

It must be assumed that this decision in reference to 
Trust No. 1 was based upon the fact that the then 
existing revocation provision could be exercised only 
with the consent of a substantial adverse beneficiary, and 
that the renunciation of 1935, as far as Trust No. 1 was 
concerned, was meaningless. No other assumption is 
possible. 

And this conclusion is arrived at in face of the 
Supreme Court (in the Sanford case) stating that such 
transfer is “required by paragraph 302(d) to be included 
in the gross estate. But, it does not follow that the 
transfer in trust is also taxable as a gift.” 

The First Circuit Court further states: 


“Such transfer has been recognized by the Supreme Court 
as a completed gift inter vivos.” 


(Turn to page 687) 








































in the Field of Taxation 


Constructive Income Taxation.—By Irving Fisher 
and Herbert W. Fisher. Harper & Brothers, 49 E. 
33rd St., New York, N. Y. Price $3.00. 

This book although begun in 1938 before World 
War II is particularly timely for it presents funda- 
mentals in the whole income tax field which are not 
merely stop-gap proposals. 

Says Professor Fisher: “Corporations are associa- 
tions of real people, and should not, in their corporate 
capacity be subject to income taxation. yet it 
should be more clearly and more generally understood 
that a corporation is not an independent source of 
taxes but merely a conduit through which the real 
taxpayers—the stockholders—pay the so-called cor- 
poration taxes. Therefore to tax the corpora- 
tions on the profits which it distributes and, at the 
same time, tax the stockholders personally on their 
dividends is to tax the same thing twice—it is double 
taxation. Partnerships are taxed differently and more 
logically.” 

Irving Fisher is Economics Professor Emeritus of 
Yale University and is known the world over for his 
brilliant contributions in economics. 


This book should be in every tax man’s library. 


State Income Taxes.—By Roy G. Blakey and Violet 
Johnson. Chicago and New York: Commerce Clear- 
ing House, Inc., 162 pages, 6x 9 inches, cloth. $3. 

Does your state have the best income taxes it might 
have? Are they fair to individuals and business of the 
home state? Are they fair to individuals and corpora- 
tions of other states doing business in the home state? 
Do these states get more or less revenue than they 
should from their taxes? Are the costs of administra- 
tion out of line with costs in other states? 

The answers to these and many other questions are 
almost certain to be found in this new and careful sur- 
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vey of the growth and trend in state taxation on 
income, reflecting the most significant developments 
in the last thirty years. 


Unusually complete and informative, the text is 
divided into well-rounded discussions of Definition of 
Income—Rates and Exemptions—Special Tax Prob- 
lems—Administration—Yields and Trends of Taxa- 
tion—among others. Forty-three explantory tables 
and graphic charts enrich and enliven the text. 


All concerned in any way with state income taxation 
—lawyers, accountants, officials, legislators, and tax 
men generally—will want to add this helpful volume to 
their working libraries.” 


Fiscal Planning for Total War.—By 
Leonard Crum, John F. Fennelly and Lawrence 
Howard Seltzer. National Bureau of Economic Re- 
search, 1819 Broadway, New York, N. Y. Price $3,00. 

Fiscal Planning for Total War is the first book pul) 
lished under the auspices of the Conference on Re- 
search in Fiscal Policy. 


William 


The study was carried out under the auspices of 4 
Conference on Research in Fiscal Policy, in which 
research personnel of a number of universities co- 
operated with the National Bureau of Economic Ke- 
search. Funds for financing the study were made 
available mainly by the special grant to the National 
Bureau by the Carnegie Corporation of N. Y. 


Interesting chapters on taxation discuss such phases 
as: Spendings tax, taxation an aid to rationing, exist- 
ing corporate taxes, indirect taxes, taxes on indivi- 
dual incomes, collection at the source and _ social 
security taxes, 





all present live subjects. 


A worthwhile book presenting much thought pro- 
voking material for those interested in the fiscal 
aspects of the war. 
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Irrevocable Trusts 
(Continued from page 685) 


The court refers to the Northern Trust Co. and City 
Bank Farmers Trust Co. cases, heretofore mentioned, 
in support of its contention. 

To start with, both cases are estate and not gift tax 
cases. Besides, section 302(c) was involved in the 
Northern Trust Co. case and not section 302(d), as in 
the case in question. Hence, the Northern Trust Co. 
decision surely does not apply to the case in question. 
Section 302(d) was involved in the City Bank Farmers 
Trust Co. case. And this is the very case that Chief 
Justice Stone refers to in his opinion in the Sanford 
decision, and states: 

“Property transferred in trusts subject to a power of con- 
trol over its disposition reserved to the donor is likewise 
required by paragraph 302(d) to be included in the gross 


estate. But it does not follow that the transfer in trust is 
also taxable as a gift.” 


Seemingly, the First Circuit Court of Appeals was in 
error when it referred to said two cases in support of 
its, heretofore mentioned, contention. 

t+ * * 
The Commissioner’s contention in that case was: 

that a gift is not complete even when the grantor’s 
reserved power to revoke is subject to the veto of a person 
who does have a substantial adverse interest; and that therefore 
the gift tax became payable in 1935 when the grantor relin- 
quished that power. See First National Bank of Birmingham v. 
United States, D. C. 25 Supp. 816. It is pointed out that when 
such power so restricted is exercised by death of the grantor, 
the corpus is treated as part of the gross estate of the grantor 
for purposes of the estate tax. Helvering v. City Rank Farmers 
I'rust Co., 296 U. S. 85, 56 S. Ct. 80 L. Ed. 62.” This is sup- 
plemented by reference to the Sanford decision. 

This also is the position that the Supreme Court took 
in the Sanford case. 

\What then made the First Circuit Court of Appeals 
reason the way it did, which reasoning is rather in the 
nature of a dictum? IJmplications, and nothing but 
implications. To start with, that court refers to sec- 
tion 501(c) of the Revenue Act of 1932, which section 
was repealed. That section was repealed, the court 
states, because Congress thought it superfluous after 
the Guggenheim decision was promulgated by the 
Supreme Court (Burnet v. Guggenheim *). And what 
is the sum and substance of the Guggenheim decision? 
evocation powers were reserved in the Guggenheim 
trust by the grantor alone. Such powers were re- 
nounced by said grantor in 1924, and said renunciation 
was considered by the Supreme Court as the event 
which made the gift in question complete, hence, sub- 
ject to the then existing provisions of the Gift Tax Act. 

\What reason, pray, is there for the First Circuit 
Court of Appeals to even imagine support of its here- 
tofore mentioned contention in the Guggenheim deci- 
sion? The court then refers to Treasury Regulations 


288 U.S. -280,: 53'S. Ct. 369, 
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79 (1936 ed.), the sum and substance of which is the 
same as the repealed section 501 (c) of the Revenue 
Act of 1932, and states: 


“But Section 501(c) of the 1932 gift tax provided that the 
tax should not apply to a transfer of property in trust where 
the power to revest the property in the donor was vested in 
the donor ‘either alone or in conjunction with any person not 
having a substantial adverse interest.’ This seems to imply 
that the gift tax applies where the power to revoke is retained 
in conjunction with a person who does have a substantial 
adverse interest.” 

And that “implication” is the sole basis of the court’s 
decision, and not said renunciation, nor the specific refer- 
ence of the Supreme Court in the Sanford case, hereto- 


fore mentioned on two different occasions. 
* OK 
The court further states that: 


“The same is true of an irrevocable transfer in trust with 
the mere possibility of reverter to the grantor. Here it has 
been held that the grantor must pay a gift tax upon the value 
of the intermediate interest thereby created. . . But the 
property is includible in the grantor’s gross estate for purposes 
of the estate tax.” (Italics supplied.) 

Reference is made to the Hallock decision, and that 
decision made the remainder of the property subject to 
estate tax and not the entire property. Reference to the 
McLean and Marshall cases (as far as gift tax is con- 
cerned) produces confusion, when the estate tax fea- 
ture is considered in cases containing possible reverters. 


Change in Concept of Completed Gift 


What is a completed gift, from a gift and estate tax 
point of view? Thisis a subject of more than ordinary 
importance. Attention should be paid to it, but limi- 
tation of space does not permit same. 


However, the concept of a completed gift has greatly 
changed since the Hallock and Sanford decisions were 
promulgated. For example, a conveyance to a trust 
with a possible reverter provision was considered a 
completed gift. It is not considered so any more, as 
far as the remainder is concerned. Another example is 
the one mentioned in the Prouty case, where reserva- 
tion was made by the grantor to amend, revoke or 
terminate with the consent of a substantial adverse bene- 
ficiary. It was considered a completed gift from both—— 
gift and estate tax point of view (section 302(c) but 
not (d)). The theory underlying such a concept was 
admirably expressed by the Supreme Court in the 
Northern Trust Co. case, (which dealt with section 
302(c) only) when it stated: 

“Since the power to revoke or alter was dependent on the 
consent of the one entitled to the beneficial, and consequently 
adverse interest, the trust, for all practical purposes, had 
passed as completely from any control by the decedent which 
might inure to his own benefit as if the gift had been absolute.” 

This theory still holds good as far as the income tax 
of this phase of the problem is concerned (section 166), 
but not in reference to gift or estate taxes. Will any 
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one maintain that an insured who parted with all inci- 
dents of his policy and can not benefit from same 
except by virtue of the substantial adverse benefici- 
ary’s consent, that such a parting is a complete transfer 
from a gift or estate tax point of view? It is cus- 
tomary to refer to decisions preceding the ones in the 
Hallock and Sanford cases, but care must be taken not 
to forget the change of concept of the subject in ques- 
tion by virtue of said Hallock and Sanford decisions. 

Thus, we have reached the “Great Divide”. 

The Hallock decision was made by a substantial 
majority of the U. S. Supreme Court, Justices Roberts 
and McReynolds dissenting. The Sanford decision 
was made by a unanimous court (Justice Butler taking 
no part in consideration or decision of this case). 

The U.S. Board of Tax Appeals conscientiously fol- 
lowed said decisions and applied same to cases sub- 
mitted to it. 


The court (in the Marshall case) distinguished the 
Sanford decision of the Supreme Court and limited the 
application of said decision only to a case where the 
reserved power to change beneficiaries and/or bene- 
fits is reserved by the grantor. It, therefore, came to 
the conclusion that “contingent remainders” are sub- 


ject to gift tax even though they will also be subject to 
estate tax. 


In the McLean case, the court held that the value of 
a possible reverter, no matter how remote it may be 
should be excluded, as not being subject to gift tax. 
Even though it referred to the Marshall decision, it 
did not decide (except by possible implication) whether 
the value of the life estate only or the value of the 
entire estate less the value of the possible reverter is 
subject to gift tax. 

The decision in the Higgins case is perfectly proper 
but the court’s reasoning pertaining to gift and estate 
taxes is very confusing. 

In the Robinette case the court decided that where a 
grantor reserved the income of a trust and a remote 
possible reverter of the corpus, the entire estate 
is subject to a gift tax even though it will also be sub- 
ject to estate tax. On rehearing, it refused to remand 
the case for the purpose of ascertaining the value of 
the possible reverter and have same subtracted from 
the value of the entire estate in question. Seemingly, 
the court considered such possible reverter as too 
remote for gift tax purposes, thus disregarding the 
decisions in the Hughes, Marshall and McLean cases. 


These decisions of the various Circuit Courts of 
Appeals are mainly based upon opinions of prominent 
commentators. Especially in the Robinette case, such 
“amments occupy a great portion of the court’s opinion. 
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These decisions, however, are not based upon the clear, 
apparent and unambiguous opinion of Chief Justice Stone 
in the Sanford case and the Court’s decision in said case 
and the Hallock one. 


Conclusion 

Before concluding this discussion, it may be proper 
to call attention to a recent decision of the Board of 
Tax Appeals in the case of the Estate of Horatio Gates 
Lloyd.’* This case is an estate tax one. Nevertheless, 
it is significant in two respects, and bears a direct 
relation to the subject in question. It concerns itself 
with remote possible reverters of two inter vivos trans- 
fers (another phase of that case has no reference to the 
subject in question). 
to the Board’s opinion, 


“ 


The Commissioner, according 


relies upon Helvering v. Hallock, 309 U. S. 106, as 
authority in support of his contention that the entire value 
of each trust must be included in the value of the gross estate.” 
(Italics supplied.) 


The Commissioner did not present such claim in the 
Hallock case before the Sixth Circuit Court of Appeals 
or the United States Supreme Court. What he did 
claim was that the remainder is subject to estate tax, 
and not the entire estate. 


In addition thereto, the possible reverter in the 
Hallock case was not as remote as the one in the Lloyd 
case. Seemingly, a change of attitude, on the part of 
the Commissioner, is taking place. And this is one of 
the two significant things heretofore mentioned. 

The petitioner in said case claimed: 


“cc 


that in the event the trusts for the decedent’s two sons 
are held to come within the ruling in the Hallock case, only 
the value of the reverter, and not the full value of the principal 
of the trusts, is to be included in the gross estate.” (Italics 
supplied.) 


The Board, however, differed with both—the Com- 
missioner and petitioner, and came to the conclusion 


“i 


that the value of the life estate of decedent’s two sons 
must be excluded from the value of the decedent’s gross estate 
in determining the proper amount of the deficiency.” (Italics 
supplied.) 


This is a correct application of the Hallock decision. 
The respective life estates, having been gifted away 
during decedent’s life, the only thing left at his death 
was the remainder which, of course, became subject to 
estate tax. 

Here is an example of clear thinking in contra dis 
tinction with the confused one, heretofore mentioned, 
an application of the law as it is and not as it ought to be 
in the opinion of prominent commentators. 

*¢ 


Mr. Paul suggests that the Hallock case should “be 
regarded as unrelated to gift tax liability”. 


% 47 B. T. A. — No. 52. 


Of course, 


(Turn to page 696) 
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Appellate and Lower Courts 


Contracts Restricting Disposition of Profits——Under a con- 
tract executed prior to April 30, 1936, the taxpayer was re- 
quired to make monthly payments out of gross income on 
an indebtedness owed to a supply company. The court holds 
that the contract expressly dealt with the disposition of tax- 
payer’s earnings and profits, that the taxpayer is entitled to 
the credit allowed under Sec. 26(c)(2), 1936 Act, and that by 
virtue of such credit the taxpayer is not liable for the undis- 
tributed profits surtax assessed and is therefore entitled to 
the refund claimed—DC, WD Tex., San Antonio Div., in 
Valley Pipe Line Co. v. Frank Scofield, Collector of Internal 
Revenue. Civil No. 196, 42-2 ustc § 9647. 


Corporate Distributions—Year in Which Dividend Taxable. 
—Taxpayer owned shares in a corporation which declared a 
cash dividend in October, 1936, payable on January 2, 1937, 
to stockholders of record at the close of business on December 
1, 1936. The dividend check was mailed on December 31, 
1936, and delivered to taxpayer on January 2, 1937. Taxpayer 
had, however, transferred the shares in question, and the 
transferee reported the dividend and paid taxes thereon as 
part of its 1937 income, Taxpayer kept its books on the 
accrual basis. The court holds that a dividend is taxable in 
the year of its receipt and not in the year of its declaration, 
regardless of the bookkeeping methods of the taxpayer. 

Reversing decision of Board of Tax Appeals, CCH Dec. 
12,212, reported at 423 CCH § 7212—CCA-3, in Tar Products 
Corporation v. Commissioner of Internal Revenue. No. 7973. 
42-2 ustc § 9662. 


Corporate Distributions—Reorganization—Surplus of Pred- 
ecessor Corporation.—Unidistributed surpluses, accumulated 
alter February 28, 1913, of two predecessor corporations are 
earnings in the hands of the resulting corporation in a tax-free 
reorganization. The taxpayer, a shareholder in the resulting 
corporation, is therefore taxable on dividends paid out of such 
surpluses. The foregoing rule is not limited to tax-free re- 
organizations in which there is complete identity of the pred- 
ecessor corporations and the resulting corporation, nor is 
there any requirement that there must be a continuity of 
control running from the predecessors to the resulting cor- 
poration. The fact that Sec. 113(a)(7), 1928 Act, permits the 
resulting corporation, in reorganizations in which control 
changes, to use the “stepped-up” basis of valuation does not 
change the character of the accumulated income.—DC, ED, 
Pa., in Milton Campbell v. United States. Civil No. 160. 42-2 
Ustc § 9655. 


\mterpretations 
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Corporate Loss Not Compensated by Insurance.—Taxpayer 
issued 6,000 shares of its common stock to a broker under an 
agreement whereby the broker was to make an effort to ex- 
change those shares for various convertible debentures previ- 
ously issued by taxpayer. The broker became a bankrupt in 
1937, after having done nothing to carry out its contract or 
effect the conversion and after having disposed of all but one 
of the shares of stock so received. Taxpayer claimed a de- 
duction in its income and excess profits tax return for the 
fiscal year ending January 31, 1938, in the sum of the value of 
said stock, based on the broker’s failure to carry out its agree- 
ment. The deduction was disallowed, taxpayer paid the addi- 
tional tax, and filed a claim for refund, which was denied and 
disallowed. In an action to recover the additional tax so paid, 
the court holds that the loss sustained by taxpayer is an allow- 
able deduction under Sec. 23(f) of the Internal Revenue Code. 
—DC, ND, Ind., Fort Wayne Div., in Messenger Corp. v. Will 
H. Smith, Collector of Internal Revenue. Civil No. 83. 42-2 
ustc J 9641. 

Dues and Initiation Fees—Life Membership.—The court 
holds that taxpayer, who was the owner of a “proprietary” 
membership in the Merion Cricket Club, because of his owner- 
ship of stock having a par value of $1,000 in a corporation 
which owned the property on which the clubhouse was situated, 
was a life member of that club within the meaning of Sec. 
413(a)(2)(c), 1928 Act, and taxable as such, although his 
exemption from club dues will end if the shares are trans- 
ferred.—DC, ED, Pa., in Edward M. Biddle v. Walter J. Rothen- 
sies, Individually and as Collector of Internal Revenue, First 
District of Pennsylvania. Civil No. 1762. 42-2 ustc J 9651. 


Exclusions from Gross Income.—Where testator made no 
provision with reference to the distribution of the income of 
his estate during the period of administration and that income, 
commingled with the residuary estate, is distributed to the 
residuary legatees, the residuary legatees are not chargeable 
with a tax on the income as such because it was distributed 
to them as a part of the corpus of testator’s estate. The tax 
upon the income of the estate during the period of administra- 
tion was taxable against the estate and payable by the ex- 
ecutor.—DC, WD, Pa., in Sarah B. Frazer v. William Driscoll, 
Individually and as Collector of Internal Revenue, Twenty-third 
Collection District of Pennsylvania. Civil No. 1508. 42-2 ustc 
7 9658. 


Expense Deduction—Reasonableness of Compensation.—In 
an action to recover additional taxes assessed against and paid 
by taxpayer for the year 1936 due to the disallowance of half 
of a $15,000 salary paid to taxpayer’s president, the court holds 
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that the sum of $10,000 was a reasonable compensation for 
the services rendered by taxpayer’s president and was an or- 
dinary and necessary business expense which was properly 
deductible by taxpayer in computing its net income for 1936 
under the provisions of Sec. 23(a) of the Revenue Act and 
allows a recovery of the overpayment by taxpayer, together 
with interest thereon —DC, MD, Tenn., Nashville Div., in 
Tennessee Securities Company v. Lipe Henslee, Collector of 
Internal Revenue. Civil No, 213. 42-2 ustc ¥ 9645. 


Individual Returns—Liability for Deficiency on Joint Re- 
turn.—In an action to subject certain securities owned and 
held by taxpayer’s wife to execution under a judgment entered 
against taxpayer based on a deficiency assessed against him 
for income taxes for the year 1928, the return filed for that 
vear having been designated as a joint return, the court holds 
that taxpayer’s wife is not liable jointly and severally for the 
amount of the deficiency assessment because of the filing of 
the joint return, and that the securities sought to be im- 
pressed with the lien of the judgment were received by tax- 
payer’s wife from taxpayer as a bona fide purchaser, without 
notice or knowledge of the existence of any tax lien—DC, 
ED, Wis., in United States v. Judson G. Rosebush and Barbara 
J. McNaughton Rosebush. Civil No. 5079. 42-2 ustec § 9639. 


Insurance Adjustment Association—Whether Exempt Cor- 
poration.—The court holds that taxpayer, an association 
formed to act as a clearing house with reference to fire and 
automobile insurance adjustments in Cook County, Illinois, 
is not entitled to exemption from taxation as a business league 
under Sec. 101(7), 1936 Act and later Acts, and that the excess 
of receipts over disbursements for the years 1937, 1938 and 
1939 constitute taxable income. The court also holds that 
since the operations of taxpayer for the years 1937, 1938 and 
1939 are identical with those for 1936, the decision of the 
United States Board of Tax Appeals in the case of Cook 
County Loss Adjustment Bureau v. Com., [CCH Dec. 11,089-D] 
is res judicata against the matters and things claimed by tax- 
payer herein.—DC, ND, IIL, E Div., in Cook County Loss Ad- 
justment Bureau v. Carter H. Harrison, Collector of Internal 
Revenue. No. 2937. 42-2 ustc J 9638. 


Interest Paid to Carry Assets—Deductibility—The Col- 
lector’s motion to dismiss a claim for refund based on the 
deductibility of interest is overruled where it was shown that 
part of the interest paid by the taxpayer, a Joint Stock Land 
Bank, was paid on an indebtedness incurred to carry assets 
of the taxpayer, the income from which was taxable for in- 
come tax purposes. On the trial the exact amount of such 
interest may be determined after presentation of evidence by 
both parties —DC, WD, Ky., in Kentucky Joint Stock Land 
Bank and Security Trust Company of Lexington, Ky. v. Seldon 


c 


R. Glenn, Collector of Internal Revenue, Louisville District. No. 
383. 42-2 ustc J 9650. 
Jeopardy Assessment—Interest.—In an action by the 


trustees of a dissolved California corporation to recover in- 
terest allegedly overpaid on jeopardy assessments of corporate 
income taxes for the years 1927 and 1928, the court holds that, 
in accordance with the provisions of the California Civil Code 
as it existed prior to 1929, the action was properly maintained, 
and further, that the interest paid on the jeopardy assessments 
was properly assessed under Sec. 297, 1928 Act, and Sec. 
279(j), 1926 Act.—DC, SD, Calif., Central Div., in Signal 
Gasoline Corporation v. United States. No. 46 O’C. 42-2 ustc 
q 9642. 


Mutual Benefit Association—Taxability as an Insurance 
Company.—Taxpayer, organized as a mutual benefit associa- 
tion under the laws of Arizona, whose business during 1936 
and 1937 consisted “generally in issuing and selling level con- 
tracts of life insurance” without maintenance of a reserve fund 
for the fulfillment of its insurance contracts within the mean- 
ing of the statute and regulations, is not a life insurance company 
within the meaning of Sec. 201(a), 1936 Act. Furthermore, tax- 
payer is not entitled to a deduction under 207(c) (3), 1936 Act, for 
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the following reasons: (1) Contention was not made a ground for 
recovery in claim for refund; (2) premiums received by tax- 
payer are not “premium deposits”; (3) actual losses sustained, 
expenses incurred, and reinsurance created were not proven; 
and (4) taxpayer is not a mutual insurance company other 
than life—DC, D, Ariz., in First National Benefit Society : 
W. P. Stuart, Collector. Civil No. 189. 42-2 ustc { 9646. 


Stamp Tax—Purchase of Shares by Issuing Corporation for 
Amount of Unpaid Assessment.—Where the issuing corpora- 
tion assessed all the shares at the rate of 50 cents a share 
and where, after due notice to the shareholders who had not 
paid the assessment, the issuing corporation “bought” thx 
delinquent shares for the amount of the unpaid assessment 
and cancelled the shares, the court holds that such transaction 
was not a “sale of,” a “delivery of,” or a “transfer of” legal 
title to shares within Sch. A-3, Title VIII, 1926 Act, as 
amended by Sec. 723(a), 1932 Act, and that the corporation 
is entitled to a refund of stamp taxes paid thereon. The trans- 
action was a “surrender of stock for extinguishment” within 
Art. 35(f), Reg. 71—DC, SD, Calif., Central Div., in Produc- 
tive Properties, Ltd. v. Nat Rogan, Collector of Internal Revenue, 
Sixth Collection Dist. of California at Los Angeles. No. 1942- 
BH. 42-2 ustc § 9660. 

Worthless Stock—Evidence.—The court holds that plain- 
tiffs have failed to sustain the burden of proving that stock 
became worthless in 1935, and not in a previous year, where 
the assets of the corporation which issued the stock were 
turned over to a trustee for liquidation in 1933, at which time 
the corporation practically discontinued its manufacturing 
business, where a foreclosure judgment in an amount which 
was more than twice in excess of the amount which the prop- 
erty brought at a later sale was entered in 1934, and where 
a combination of events resulted in a large excess of accrued 
obligations over unencumbered assets at the close of the year 
1933.—DC, ED, Wis., in Arthur R. Munkwitz and Martha C. 
Munkwitz, His Wife v. United States. Civil No. 550. 42-2 ust 
7 9640. 
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Corporate Distributions—Constructive Receipt of Divi- 
dends.—Taxpayer was the owner of shares of common stock 
of the R Manufacturing Company, which was desirous of 
obtaining a dividends-paid credit for the purposes of undis- 
tributed surplus surtax, but needed the funds necessary jor 
the payment of the dividend in its business. In December, 
1936, taxpayer, together with the other stockholders, entere« 
into an agreement with the company whereby it was agreed 
to return a dividend, which the company would declare and 
pay, to the company and to report the receipt of that dividend 
in the individual income tax returns of the various stock 
holders. The company was to reimburse the stockholders tor 
the federal and state income taxes paid by them by reason 
of the inclusion of such dividend in their returns. Taxpayer 
reported a dividend of $19,980 from R Manufacturing Com- 
pany on her 1936 return, together with other income, and in 
1937 the R Manufacturing Company paid the sum of $1,743.21 
to the Collector for taxpayer’s account. Commissioner seek 
to include the sum of $1,743.21 in taxpayer’s 1937 income as 4 
payment in addition to the dividend credited to her in 1936 
The Board holds that the payment made on taxpayer’s behal! 
pursuant to the contract under which the purported dividen: 
was paid back to or withheld by the company, was not 
donation from the company but was held by it for taxpayer's 
account to meet her 1936 tax liability and it was so paid. 
Therefore, the $1,743.21 was not income in 1937, but must }« 
held to have been income received by taxpayer in 1936 and 
included in her return for that year. The Board also observes 
that if, in the case of the corporation (whose proceeding is 
pending on appeal in the Third Circuit), it should be u!- 
timately held that the corporation was not entitled to the 
dividends-paid credit, taxpayer would be entitled to a refund 
for the taxes in 1936, which refund she would be under obliga- 


(Turn to page 697) 
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PROPERTY TAX COLLECTION PRO- 
CEDURE IN WASHINGTON 


Douglas H. Eldridge, Research Assistant, Tax 
Commission of the State of Washington 


17 Washington Law Review, July, 1942, 
p. 123-154 


One of the concomitants of the 1930-40 
economic depression was a sharp and severe 
increase in property tax delinquency. The 
failure during this decade of state and local 
governments to collect large proportions of 
anticipated property tax revenues revealed 
‘an amazing fiscal inadequacy” of the heav- 
ily relied upon, and heretofore stable sources 
ot governmental income. With the partial 
economic recovery since 1933 the general 
level of personal income has risen, and 
property tax delinquency has abated. Never- 
theless, although less critical, the problem 


t only partial collection of property taxes 
remains. 


In Washington, as in other states, there is 
still need for improvement in the prompt 
and complete collection of property taxes. 
Further it seems highly desirable that steps 
be taken to prevent the recurrence of the 
crucial tax delinquency situation which de- 
veloped in 1931-35. 

3ecause of the severity of the situation re- 
sulting from delayed and partial property 
tax collections in recent years, various tax 
commissions, federal agencies, civic leagues, 
'ax associations and private bureaus, insti- 
tuted investigations seeking a remedy, One 
the conclusions generally reached by the 
investigators of property tax delinquency 
throughout the country has been that much 
of the tax arrears can be attributed to “the 


methods that are ordinarily employed in 
collection.” 


The procedures for enforcing collection of 
lelinguent taxes upon real and_ personal 
Property differ. The taxes charged against 
each item of personal property are a lien 
upon that property from and after the date 
the property is listed and valued by the 
assessor. This lien is in no way affected 
by the transfer or sale of the property, pro- 
viding the specific property assessed can be 
identified in the possession of a subsequent 
Owner. The tax levied upon personal prop- 
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erty becomes the personal obligation of the 
person assessed and becomes a lien on every 
item of his personal property. 


In the event that the county treasurer is 
unable to collect personal property taxes, he 
is required to distrain, without demand or 
notice, sufficient goods and chattels to pay 
the taxes, interest and accruing costs and to 
post notices of the tax sale of such personal 
property. 

If the various administrative devices to 
enforce collection of personal property taxes 
are of no avail, the tax laws provide that un- 
collectible personal property taxes may be 
cancelled from the tax rolls. ~ 


The procedure for the collection of delin- 
quent real property taxes is not as prompt 
as the collection of personal property taxes. 
Much more time is required before enforce- 
ment action can be taken, and the procedure 
involves the issuance of a certificate of de- 
linquency either by sale to a private person 
or by issuance to the county, and the fore- 
closure of the lien by the certificate holder. 

Whereas the personal property tax may 
be the personal obligation of the owner of 
the personalty, the property tax on real 
estate is imposed solely upon the realty it- 
self. Because the enforcement of real estate 
taxes is by a proceeding in rem, the failure 
of the county treasurer to send notice to a 
realty owner does not affect the validity of 
the tax. Hence, notifying each taxpayer of 
his realty tax bill has not been considered 
by local tax collectors or the state courts as 
an essential part of the collection procedure. 


The purchaser of a certificate of delin- 
quency from the county does not get title 
to the delinquent property. He obtains a 
tax lien upon the realty, a statement of the 
property assessed, the years for which as- 
sessed, the amount of tax and interest due, 
the name of the owner, the time a deed may 
be had if not redeemed and a guarantee of 
the county to which the tax is due that if 
the certificate be void, the holder will be 
repaid the face value plus interest. 


If a payment of redemption is made by 
other than the owner of the property, the 
payment inures to the benefit of the person 
having legal title subject, however, to the 
right of the person making the redemption 


691 


payment to be reimbursed by the person 
benefited. 


Property tax procedure in Washington 
might be made more efficacious by adopting 
a similarly shortened tax calendar with the 
effective dates carefully geared to the fiscal 
needs of the taxing jurisdictions. By proper 
synchronization of payment dates to gov- 
ernment needs it would be possible to pro- 
vide for a fairly even flow of incoming funds, 
which would start with or slightly before 
the beginning of the government fiscal year 
and at the same time obviate the need for 
the present 3 per cent rebate for early pay- 
ment. More frequent payments would also 
be in accord with the principle of convenience 
for the taxpayers. 


The shortening of the tax determining 
and collection intervals probably should be 
accompanied by a reduction of the time re- 
quired in Washington for the enforcement 
of the tax lien following delinquency. The 
three-year period for privately held liens 
and five years for county-held liens between 
delinquency and foreclosure seems excessive. 


At all sales of property for which certifi- 
cates of delinquency are held by the county 
and at which no other bids are received, the 
county is considered the bidder for the full 
area of each parcel to the amount of all 
taxes, interest and costs due thereon. In 
these instances the county acquires title to 
the property as absolutely as if purchased 
by an individual. 


The disposition of the real estate to which 
a county has taken tax title as a result of 
enforcing a property tax lien is also part 
of the taxing process. Tax-title property in 
the possession of a county is considered to 
be held in trust for the state and the various 
taxing districts. The proceeds that come to 
the county through the sale, lease or other 
disposition of this property are to be justly 
apportioned to the various taxing districts 
within which the property lies. Management 
of this property is entrusted to the county 
commissioners. 


Should the commissioners deem it for the 
best interest of the county, they may order 
property sold any time after a county re- 
ceives a tax deed to real property. Notice 
of the sale and of the minimum price is 















































































































( 92 





published by the treasurer. The property 
is then sold to the highest bidder at the 
sale, the purchaser receiving a deed to the 
property. 

During the current economic depression, 
the Washington legislatures have attempted 
both to reduce and to prevent the large 
accumulation of tax arrears by a series of 
measures designed to ease the payment of 
property taxes and to remove the element 
of compulsion from the tax procedure. The 
only means Washington counties had of en- 
forcing realty tax collections, namely, tax 
foreclosure proceedings, was arrested from 
time to time by the legislature. The payment 
of taxes apparently was to be encouraged 
by offering the current and delinquent tax- 
payers concessions for payment. Not only 
were penalties for delinquency cancelled or 
remitted, but rebates, upon the principal of 
taxes due, were granted for the payment 
of taxes. 

The treasurers of the counties, to whom 
were entrusted the administration of these 
remedial tax delinquency laws, generally 
did not approve of this legislation. Also, 
the laws arresting foreclosure proceedings, 
remitting interest charges and allowing re- 
bates on delinquent taxes were unjust to 
those taxpayers who paid promptly. 


The effect of and often the legislative 
intent behind these laws to remedy the tax 
delinquency situation has been to subsidize 
existing property ownership. Without these 
laws much property would have passed 
more quickly to new owners, either directly 
or through foreclosure or after it was held 
for a while by the counties. Other proper- 
ties would have reverted to the state to be 
incorporated in reforestation and land use 
programs. The moratoria kept properties 
in the possession of the delinquent owners 
without examining the wisdom or necessity 
for doing so. 


The blanket remedial laws are objection- 
able also because they fail to differentiate 
between short-run and long-run delinquency. 
Moratoria on tax enforcement in Washing- 
ton worked more to the benefit of long-run 
delinquents and speculators than to those 
temporarily in financial distress. 

The object of the whole tax administrative 
process is the collection of the public reve- 
nue. Therefore, in the interest of economy, 
justice, and a higher respect for government 
on the part of the citizens, this phase of the 
tax process should be as simple, regular 
and undeviating as possible. Basic to the 
adequacy of tax collection enforcement is 
the recognition of the necessity for prompt- 
ness and impartial firmness in order that a 
tradition of punctual meeting of tax obliga- 
tions be established. Emphasis should be 
placed upon stabilization and legal procedure 
designed to assure timely and complete 
tax collections and upon the progressive im- 
provement of administrative methods to 
implement that procedure. 


SOME PLAIN TALK ABOUT THE 
LOUISIANA GENERAL PROP- 
ERTY TAX 


Jefferson B. Fordham, Professor of Law, 
Louisiana State University; Ferdinand M. 
Lob, Member of Louisiana Bar 


4 Louisiana Law Review, May, 1942, 
p. 469-501 
It is suggested that Louisiana should 


have a carefully drawn revenue code to re- 
place the statutory mess which now consti- 
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tutes the bulk of the tax law. However, 
with equal emphasis it is suggested that the 
proper procedure is not to turn on the con- 
stitutional and statutory materials with a 
view to drafting a code; there should be 
first made a careful and thorough study of 
our tax system in all of the important aspects 
affecting tax policy in order that the sub- 
stance of the code shall measure up. 


There are three classes of tax exemptions 
in Louisiana: constitutional exemptions, those 
that are specifically set out in the constitu- 
tion; judicial exemptions or those created 
by the courts in interpreting these constitu- 
tional provisions; and administrative ex- 
emptions, which are those created by the 
failure of the tax officials to assess certain 
classes of property. 

It is suggested that there should be no 
judicial nor administrative exemptions, As 
a matter of policy, it may be that some of 
the classes of property exempt in such wise 
should enjoy that advantage by force of 
positive law. All public property is ex- 
empted without qualification. Although there 
is no case in point, the general rule in other 
states is that if public property, the title to 
which is in a public corporation, is expressly 
and unqualifiedly exempt from taxation by 
the constitution or a statute, the property 
is exempt irrespective of its use. On the 
other hand, if property is dedicated to pub- 
lic use, even though title is not vested in 
the public, it is also exempt from taxation 
according to the view embraced in a ma- 
jority of decisions, including Louisiana. 

The Louisiana organic law requires that 
all taxes shall be uniform upon the same 
class of subjects throughout the territorial 
limits of the authority levying the tax. It 
provides further that the classification for 
state taxation shall be that for local taxation. 
There is no known obstacle in the path of 
classification in terms of rates. However, in 
Louisiana the method of flexing the prop- 
erty is not common in other states. Instead 
of taking the full assessment as the tax base 
each year and varying the rate of levy 
according to fiscal needs, it is a common 
practice in Louisiana to make adjustment 
in the tax base. Under the scheme which 
obtains with respect to the state property 
tax, the levy is a continuous one made in 
advance by statute and it is the duty of the 
Louisiana Tax Commission to fix, as the 
tax base in each tax year, such a percentage 
of the total assessment as will, by applica- 
tion of the statutory rates, be expected to 
vield revenues which, together with antici- 
pated revenues from other sources, cover 
legislative appropriations. 

Though there has been a shift, by the 
Constitution of 1921, from a system of sep- 
arate assessments for state and local pur- 
poses to a plan under which the valuation 
for state purposes serves as the valuation 
for local purposes, the governing statutes 
have not been fully adjusted to the change. 
Although the state valuation is the only 
valuation, the —Tax Commission statute, as 
amended through 1940, still makes it the 
duty of the Commission to confer with the 
parish assessors about valuation for other 
than state purposes. 

The statute requires the taxpayers to list 
their taxable property and to file their in- 
dividual lists or returns not later than April 
lst of the tax year. The only sanction to 
support this requirement is the so-called 
“doom of the assessor,” which means that 
if the taxpayer fails to comply he will be 
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bound by the determination of the assessor gitution 
The supreme court has made it clear thatMftinues tO 
the taxpayer will be bound only on theffand sell 2 
question of valuation and not as to anyin order 
matter of law affecting the validity of thelfshall be 
assessment. collected 

Real property and personal property aregg2!es ©! 
subject to the same statutory rule as t)mpose but 
valuation. Prior to 1934 the statute requiresgqncoTPO* 
valuation at actual cash value and defined movable 
that phrase to mean a price that any piecef¥ The C 
of property could “sell for, for cash in theMfpiration 
ordinary course of business, free of all ep. {shall pre 
cumbrances, otherwise than by forced sale” to adver 

Prior to the Constitution of 1921, theg" whic 
police jurors of a parish constituted a board" 
of reviewers to perform the reviewing func. > of 
tion for their parish. A taxpayer who com. ™m4t™ 
plained of an assessment was entitled to req "ich t 
view by the board. Its determinations were extende 
final, short of judicial review, for purposes collecto 
of local taxation. Since the parish assessor hind th 
no longer does the ultimate assessing forg®** 
local purposes, violence would be done tog" end 
logical sequence if the boards of reviewers §° {4% 
Sat prior to final assessment. The situation ae 
involves a further difficulty arising out of ¥™™°° 
the fact that the law contemplates that the The 1 
police juries serve as boards of reviewers § sibility 
with respect to assessment for state pur- § ‘axes. 
poses of all property not assessable by the § aditor 
state authorities prior to the adoption of “llecte 
Act 140, of 1916. With respect to thesef ol tax 
assessments the conclusions of a board of re-@ parish 
viewers were and remain merely recom-§ sovern 
mendatory. The difficulties that such expres: 
review now presents is that if the local In tk 
boards are to review assessments before the §j for sta 
rolls are submitted to the Tax Commission § equal 
double review will be entailed since there fis rece 
would have to be a second review after the 9 bid in 
Tax Commission has fixed the valuations ] the fa: 
for state purposes. The Tax Commission] The 
has authority to determine when the local J gold a 
boards shall sit. The solution to the prob- ftime ¢ 
lem, and one which the Tax Commission J record 
carried out, is for the Commission to fix B has be 
a time for review, which shall come after § to pri 
the Commission has performed its assess- Jax a 
ing function. consti 

Parish boards of equalization performed J has b 
the equalization function for local purposes § to rec 
for two decades beginning in 1920. The § state 
legislature abolished these boards in 1940. J long 
Today there is no provision for systematic lands. 
intra-parish equalization. Undoubtedly, a] If 4 
rough measure of equalization is achieved ] in yn 
by the assessors themselves in the perform- | sold, 
ance of the primary function of assessments. } sessic 
But, the police jurors, sitting as boards of § claim 
reviewers, have no power with respect to ff tax ¢ 
equalization. the s 

The legislature has imposed a continuous § Preer 
levy of the state property tax by statute. § 'avor 
Local taxes, on the other hand, are levied, perio 
from year to year, by the local authorities J in ac 
upon whom that power has been conferred 
by law. The local levies break down into REC 
two main categories, namely, the general 
alimony tax, which is imposed for the gen- 
eral support of the government, and debt- ff ,., 
service levies, which are laid to provide for 
principle and interest requirements of bonds, 27 
issued by the local units of government. 

There is no forfeiture for non-payment V 
of property taxes in Louisiana nor are those } . 
taxes normally enforced by suit. Instead, Stat 
the collector’s chief sanction is sale. In the J 
case of immovables, the only property sub- | ° § 
ject to sale is the specific property on which Pie 
delinquent taxes were laid. While the con- § "© 
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gitution is clear on this, the statute con- 
inues to require the tax collector to seize 
and sell any other property of the tax debtor 
in order to effect collection, whenever it 
shall be necessary. Taxes on movables are 
wllected by seizure and sale of any mov- 
sbles of the taxpayer sufficient for the pur- 
pose but the collector may proceed against 
incorporeal rights only if he can find no 
movables. 

The Constitution ordains that at the ex- 
piration of the tax year, the tax collector 
shall proceed, after notice to the delinquent, 
io advertise for sale and sell the immovables 
on which taxes are due. Interest begins 
running with the new year. The actual pro- 
cess of assessment, review and so on, cul- 
minating in a copy of the final tax roll on 
which the state and parish taxes have been 
extended, being placed in the hands of the 
collector, not uncommonly falls so far be- 
hind the statutory tax calendar that one’s 
taxes may not even have become fixed by 
the end of the tax year. Thus the anomaly 
of taxes being delinquent, interest accrues 
although tax liability has not been deter- 
mined. 


The parish tax collectors bear the respon- 
sibility of collecting the state and parish 
taxes. They are accountable to the state 
auditor for the former. Municipal taxes are 
collected by the municipalities on the basis 
of tax rolls made up by reference to the 
parish rolls. The constitutional provisions 
governing the collection of state taxes are 
expressly made applicable to local taxes. 


In the event of the tax sale of immovables 
for state and parish taxes, at which no bid 
equal to the taxes plus costs and interest 
is received, it is the duty of the collector to 
bid in the property for the state. This is 
the familiar adjudication to the state. 


The Constitution provides that property 
sold at tax sale shall be redeemable at any 
time during three years from the date of 
recordation of the tax sale. This provision 
has been interpreted to apply only to sales 
to private purchasers to the exclusion of 
tax adjudications. Consistently with this 
constitutional background the state auditor 
has been authorized to permit tax debtors 
to redeem their property adjudicated to the 
state for delinquent taxes at any time so 
eng as the state has not disposed of the 
ands, 


_ If the tax debtor or his transferee remain 
in undisturbed possession of the property 
sold, the courts have held that such pos- 
session is in continuous conflict with the 
claim of the tax purchaser arising under his 
tax title and is a continuous protest against 
the sale and therefore the prescription or 
Preemption of three years does not run in 
lavor of the holder of the tax title. This 
period is suspended when the owner remains 
i actual possession of the property. 



















































































RECENT INCOME TAX TRENDS IN 
STOCK DIVIDEND CASES 


Jacob \ertens, Jr., Member of New York Bar 


27 Cornell Law Quarterly, June, 1942, 
p. 449-475 


_Within the last six years, the United 
‘tates Treasury Department has moved 
‘rom the view that all dividends in the form 
% stock of the issuing corporation are not 
'axable to a direct attack on the venerable 
decision of Eisner v. Macomber, 252 U. S. 

















ARTICLES ON TAXATION 


189. Oddly enough the Treasury Depart- 
ment was jostled out of its lethargy through 
the persistent and successful contentions of 
a taxpayer that a dividend on preferred 
stock paid in the form of common stock 
represented income within the meaning of 
that term used in the sixth amendment. In 
the case in which that contention was made, 
it was the Commissioner of Internal Reve- 
nue who was contending that the common 
stock when received as a dividend on the 
preferred stock was nontaxable and accord+ 
ingly that a portion of the cost or other 
basis of the preferred stock should be ap- 
propriately apportioned to the common 
stock received as a dividend, leaving a re- 
duced cost or other basis to be used in 
determining capital gain on the sale of the 
preferred stock. The Supreme Court held 
that the common stock dividend on the pre- 
ferred stock was income and could not be 
treated as a return of capital. 

In 1921, when the provision exempting 
stock dividend was inserted in the statute, 
the tendency of Congress was to defer the 
recognition of income in cases where the 
taxpayer received something in the form 
other than cash, particularly where it did not 
clearly appear that the property received 
substantially altered his interest. In addi- 
tion to including a provision exempting 
stock dividends, the 1921 Act changed the 
previously existing “exemption” provisions 
relating to reorganizations so as to postpone 
the recognition of gain. In the cases covered 
by these statutory provisions, the question 
of realization of gain was not important 
since even if realized it was not recognized. 
The battle of acceleration versus deferment 
has continued both in Congress and in the 
courts ever since the inclusion of these pro- 
visions in the 1921 Act, and has been in- 
fluenced to some extent by general business 
and fluctuating economic conditions. 

Assuming that the present temper and 
inclination of Congress and of the courts is 
toward acceleration of income, it is still 
necessary to recognize that in order that 
there be an acceleration or recognition of 
gain or income, such income must come into 
existence; that is, there must be a realiza- 
tion of “income” within the meaning of that 
term as used in the sixteenth amendment. 
Once it is realized, it may then be recog- 
nized for tax purposes and be taxed. 


Suggested Rules for Determining Tax 
Liability on Receipt of Stock 
Dividends 


The conclusions expressed are premised 
on the assumption that where two classes 
of stock are outstanding they are not held 
proportionately by the same stockholders. 
Where the two classes of stock are held pro- 
portionately or identically, the same rules 
would apply generally as in the case where 
only one class of stock is outstanding. 

Where the stock dividend is not of pre- 
cisely the same character and there is more 
than one type of stock outstanding at the 
time of the distribution, if the stock dividend 
changes the rights of the stockholder in re- 
lation to the corporation through a change 
in the proportionate interest of the stock- 
holder in or with relation to the assets of the 
corporation, there is a realized gain to the 
extent of the earnings deemed to have been 
distributed. Any “distribtution” is presumed 
to be out of the earnings or profits and the 
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fair market value of the stock distributed 
will be presumed under this presumption, 
to represent the amount of earnings or 
profits per share which are distributed. In 
other words, it is to be treated substantially 
the same as a distribution in money or in 
kind. If there are earnings available for 
taxable dividends equal to the value of the 
stock distributed, it should be immaterial 
whether the distributing corporation actually 
capitalizes the stock dividend on its books 
by charging earnings or surplus. 

If the effect of the stock dividend is to 
change the interest of the stockholder in the 
corporation by changing the “proportionate 
interests” of the several classes of stock- 
holders as against each other, then there 
may be a taxable distribution, even though 
the stockholders retain the same propor- 
tionate interests in the net assets of the 
corporation. 

Where there is but one class of stock 
outstanding, there is no taxable dividend 
upon the receipt of the stockholder of a 
new class of stock which gives the recipient 
evidence of certain preferences in the distri- 
bution of earnings, even though the new 
preferred stock is cumulative or does not 
carry voting rights. The contrary view is 
that by chewing out of the capital repre- 
sented by the stock a new evidence of cor- 
porate rights, the original “‘capital” of the 
stockholder has been sufficiently changed to 
permit a determination that gain has been 
realized and should be recognized. Under 
this theory, pushed far enough, it might also 
be considered that a distribution of common 
stock to common stockholders would repre- 
sent a realized gain. The argument is that 
such a “change” might afford an appropriate 
time for tax “reckoning.” In such a case, the 
changes in character, extent or evidences of 
the stockholder’s interest should lead to 
recognition of gain, if at all, only on the 
theory that there was the equivalent of an 
exchange of stock, rather than a dividend 
distribution. If this were done, the distri- 
bution would then be the occasion for the 
realization and recognition of losses as well 
as of gains. 

If the corporation distributes its obliga- 
tions, such as a bond or note to stock- 
holders, there is a realized gain since the 
stockholders then have received the equi- 
valent of a distribution of assets of the cor- 
poration. A distribution to stockholders of 
a corporation’s own bonds is taxable to the 
stockholders to the extent of the earnings 
or profits available for taxable dividends. 
The distribution of bonds does not capitalize 
surplus, but makes the stockholder a creditor 
of the corporation to the extent of the 
bonds received. 

In all cases in order that there be a tax- 
able dividend there must be a “distribution” 
of earnings or its equivalent. 

The foregoing rules are subject to an ex- 
ception in those cases which fall within the 
exchange and reorganization provisions of 
section 112 (b) (2) and 112 (b) (3) of the 
Internal Revenue Code. 

Before the turn of the present year, the 
thirtieth anniversary of modern income tax 
law, it will be known, with some certainty, 
whether the foregoing rules fall on the 
right or wrong side of the line. The Treas- 
ury Department is all set to upset the 
Eisner v. Macomber, supra, decision. 
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(Continued from page 650) 

With all possible deference, how is this relevant? It is 
true enough that common law rules as to vested and con- 
tingent remainders are of little or no importance in 
tax cases. Helvering v. Hallock, supra; Helvering v. 
Reynolds.’° But in the Marshall case the question was 
not as to the kind of remainder, but as to whether the 
grantor parted with it, whatever it was. It is to be 
remembered that the gift tax is a lien on property 
transferred."' It is a personal liability of the donee 
to the extent of the value of the property received." 
Here the gift over in the event of the prior death of 
the grantor was to her children and their issue. The 
donees who were to “receive” were likely to be dif- 
ferent, at least in part, and might be different in their 
entirety, from those presumptively entitled to succeed 
to the remainder interest—and, it must be assumed, 
personally liable for the tax—* at the time the gift was 
made. A case might be imagined which would call 
for determining the nature inter se of the rights of the 
possible donees, that is, whether they were vested or 
contingent, or vested subject to defeasance, etc. But 
that is not the point. The only question here was, 
what, if anything, did the grantor part with? He 
could not be said to have parted with anything until 
the event had occurred which determined whether the 
remainder interest came back to him or went to some- 
one else. 

The gift tax is predicated upon something given up. 
That implies also something received by the donees. 
“A gift is a bilateral transaction and demands a donee 
as well as a donor.” The estate tax is predicated 
upon something retained—a residue of power or of 
estate not fully surrendered.'® The two taxes overlap 
in the case of gifts in contemplation of death. But 
aside from that arbitrarily imposed exception, the very 
nature of the two taxes precludes their overlapping. 
To say as Judge Frank does that we will levy a gift 
tax because a man has given the property away, and 
at the same time admit that we will levy an estate tax 
because he has not given it away, is to fly in the face 
of the principles enunciated by the Supreme Court in 
the Sanford case.*° The holding that although the 





© 313 U. S. 428, 41-2 ustc 7 10,062 (1941). 

" IRC, Sec. 1009. 

12 Idem. 

% The court seems to concede the soundness of the Board’s (and 
the taxpayer’s) argument that the presumptive donees would be 
personally, although secondarily, liable for the tax, and therefore 
unjustly taxed if they discharged this liability and it turned cut 
that they received nothing. On this see Sanford’s Estate v. Com- 
missioner, supra, at page 46 of 308 U. S.; Hesslein v. Hoey, 91 F. 
(2d) 954, 37-2 ustc { 9429 (CCA-2), cert. den. 302 U. S. 756; also 
Helvering v. Hutchings, 312 U. S. 393, 41-1 ustc § 10,026 (1941); the 
gift is to the beneficiaries, not the trustee. Judge Frank’s answer to 
this argument will be referred to in the text, infra. 

4 Swan, C. J., in Hesslein v. Hoey, note 13, supra. 

% Helvering v. Hallock, 309 U. S. 106, 40-1 ustc § 9208 (1940). 

% Stone, now C. J., says in the Sanford case (page 45 of 308 
U. S.): ‘“‘We think, as was pointed out in the Guggenheim case, 
supra (288 U.S. 285, 77 L. ed. 751, 53 S. Ct. 369), that the gift tax 
statute does not contemplate two taxes upon gifts not made in con- 
templation of death, one upon the gift when a trust is created or 
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property did not—in fact, it could not—pass, some 
“value” passed which the tax could reach, will be 
referred to below. 

The present writer has examined the taxpayer’s 
brief in the Marshall case. With admirable clearness 
it makes the point that the transfer is incomplete 
within the meaning of the Sanford case, referring to 
certain additional cases which support that conten- 
tion. The argument points out that the government’s 
position leads to imposing overlapping taxes, within 
the condemnation of the Sanford case; and states, 
at page 0: 

“No one knows or can know whether any actual gift is 
involved here until either settlor or life beneficiary dies. The 
remainder is therefore no gift at all or wholly a gift; under 
these circumstances actuarial estimates of valuation do not 
accord with realities.” (Italics supplied.) 

I have referred to the taxpayer’s brief because of 
the fact that the court’s opinion attributes to the tax- 
payer an emphasis upon irrelevancies '* as to which 
the record is silent. The taxpayer makes no mention 
of differences between vested and contingent interests. 
The reasons, therefore, for the court’s extremely pointed 
criticism of Sir Edward Coke '* are not fully apparent. 
Most people will perhaps agree with Judge Frank that 
Mansfield is more modern and congenial.'* The grant- 
ing of this concession does not, however, get us much 
closer to the solution of this problem, which is whether 
the grantor gave away the remainder interests on June 
3, 1937, when these trusts were created. 


The Question of “Value” 

The court’s unrealistic approach is further attested 
by its treatment of the subject of value. Did the 
donees get something? It was necessary to hold that 
they did in order to avoid the manifest injustice of 
holding them to a possible personal liability for the 
tax on a gift which might misfire altogether. The 
theory is that because it might be theoretically safe 
to bet a certain amount upon the unascertained re- 
maindermen ultimately receiving something, they 
actually received it in 1937. Having invoked the 
spectre of value, the court is at some pains to exorcise 
it, saying: ‘Perhaps it would be better for the peace 





when the power of revocation, if any, is relinquished, and anothe! 
on the transfer of the same property at death because the gift pre- 
viously made was incomplete.”’ 


See also Higgins v. Commissioner, note 4, supra. 


“ “Tt is argued, in effect, that the differentiation made in ‘prop 
erty law’ between ‘vested’ and ‘contingent’ remainders is a sort of 
sacred cow which, in all circumstances and in particular when 
applying the gift tax statute, must be respected. The argument 
runs that once a contingent remainder always a contingent remain 
der; that if a gift is ‘contingent,’ it is not a ‘completed’ gift and is 
therefore, not taxable as such.”’ 


“a Compare with the court’s views regarding Sir Edward Coke 
those expressed by Oliver R. Barrett in ‘‘A Brief for Sir Edward 
Coke,’’ 28 Am. Bar Assoc. Jour. 609, September, 1942. 


% Judge Frank is probably correct in his further statement that 
Coke (who died in 1634, just fourteen years after the Pilgrims had 
landed at Plymouth) ‘‘never wrote a commendatory letter to an 
American judge .’’ (Marshall case, note 8.) 
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of men’s minds if the word were abolished.” A suf- 
ficient answer to this seems to be (as the taxpayer 
pointed out) that if the remaindermen received any- 
thing they received the entire remainder, not a frac- 
tion of it. It is all or nothing. Under this decision, 
the grantor was compelled to make a present outlay, 
which he could never recover, for the transfer of a 
part, when the whole or none, but in no case a part, 
might come back to him. 


\ttempting to support its position by the use of 
mortality tables in valuing estates, the court breaks 
new ground in holding that “educated guesses” can be 
used in order to determine whether the “donees” got 
anything at all. It is believed that the Jthaca Trust Co. 
case ® cannot be made to sponsor the principle which 
Judge Frank causes it to underwrite ; and that until the 
Marshall decision came down, tables of mortality have 
been used to compute values only when the donee (or 
legatee or beneficiary) admittedly received something, 
and to determine the value of the thing received. Here 
these donees, the potential taxpayers, admittedly re- 
ceived nothing if a specified event did not occur; and 
formulas were used to determine, not the value of an 
admitted estate, but whether the event which alone could 
bring the estate into being would occur. The reasoning 
by which such a result is sought to be supported seems 
vulnerable in the extreme.”° 


Other Decisions 


The Marshall case is uncritically followed in Com- 
missioner v. McLean.*' The same view is taken by the 
Circuit Court of Appeals for the Third Circuit in a 
comparable situation in Helvering v. Robinette.2? The 
latest case, however, in the Second Circuit turns its 
back on Commissioner v. Marshall and goes off on an- 


other tangent. In Smith v. Shaughnessy,” a decision 


in which Judge Frank did not participate, it was held 
that where a grantor irrevocably transferred property 
in trust, retaining a possibility of reverter, the entire value 
of the property transferred (not merely a theoretical 


* Ithaca Trust Co, v. U. 8., 279 U.S. 151, 1 uste fj 386 (1929). 


* Answering the taxpayer’s argument based on personal liability 
of the donees for benefits not received (see Note 13, supra), Judge 
Frank says: ‘‘That argument proves too much, It would preclude a 
tax on any ‘value’ which is not almost certain to correspond with 
actual enjoyment.’’ This statement is illustrated by reference to 
the valuation of life estates and of anticipated corporate earnings; 
to the fact that market value ‘‘of city real estate is often a mirage.”’ 
The taxpayer, because he says that no value can be assigned to 
something which may never come into existence, is put into the 
position of ‘‘proving too much’’—of contending that no value can 
ever be assigned to anything, because, says the Court, you can’t 
eliminate risk, and people’s guesses have turned out wrong even 
about real estate. 

Is not this a non-sequitur? The correctness of a theory is not 
proved by the multiplicity of errors that have been made in 
applying it. That an accepted method of valuation often yields 
erroneous results may be no reason for discarding it, in default of 
better; but fallibility of a method certainly constitutes an inade- 
quate reason for extending it into new spheres. 

"1127 F. (2d) 942, 42-1 ustc J 10,170 (CCA-S). 

22 42-1 ustc f§ 10,157 (Clark, C. J.). 


*3128 F. (2d) 742, 42-2 ustc f 10,194 (CCA-2), 
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value based on the laws of chance as in the Marshall 
case) was subject to gift taxes because the property 
had been transferred beyond the control of the grantor. 
The per curiam decision refers only to Herzog v. Com- 
missioner.2* There seems to be, however, a plain dis- 
tinction between the Smith and Herzog cases. In the 
latter an interest in income as to which the grantor 
had retained, not a right of recall, but only a right to 
such part of it as the trustee might see fit in the exer- 
cise of a discretionary power to give him, was held 
subject to the gift tax. The correctness of the Herzog 
decision seems beyond doubt. The grantor had parted 
with all legal and equitable rights in the property and 
in theincome. Anything which the trustee might give 
back to him was a matter of grace, not of right. In 
the Marshall and Smith cases, no independent will of 
a third person was interposed between the donor and 
the gift. If certain conditions were fulfilled, it came 
back automatically, irrespective of the volition of any 
human agency. It would seem, therefore, that while 
the Circuit Court of Appeals for the Second Circuit in 
Smith v. Shaughnessy may have shown some implied 
repentance for the concurrence in that decision by one 
of the judges (A. N. Hand) who concurred in the 
Marshall case, the Smith case, like the Marshall, is 
irreconcilable with Sanford’s Estate v. Commissioner 


and other authorities which hold that a gift is com- 
plete only when the events have transpired which 
sever the donor’s right to recall it, or which make 
certain that it will never return to him. 


The present problem has reached a stage where the 
need of legislative or judicial solution is urgent. The 
result of the recent decisions dealing with it is, the 
present writer believes, as impractical as it is unjust. 
It is to be hoped that the circuits in which the problem 
has not arisen will apply a more critical and realistic 
view than that applied in the Marshall case. The way 
would then be opened—perhaps it is open now—for a 
hearing in the Supreme Court which would finally 
resolve the issue. It seems improbable in the extreme 
that the court which decided Sanford’s Estate v. Com- 
missioner would follow the rule laid down in Comuis- 
sioner v. Marshall, or Smith v. Shaughnessy.”* 


116 F. (2d) 591, 41-1 ustc § 10,010 (CCA-2). 

2 Since the above was written, the case of Meierhof v. Higgins, 
42-2 ustc { 10,200 (CCA-2) has been decided. Applying the Commis- 
sioner v, Marshall principle, although without citing that case, the 
Court held that a bequest to Columbia University contingent on the 
death of a younger designated person prior to the death of two 
older designated persons was subject to valuation in such manner as 
to allow a corresponding deduction for charitable purposes. 


This case brings out in bold relief the fact that the result reached 
through such methods can never by any possibility be adjusted 
to fit the actual facts. In the Meierhof case Columbia University 
will get the entire remainder or nothing. The remainder interest 
is therefore fully taxable or fully exempt. Never can it be partly 
one, partly the other. The case, a perfectly logical extension of 
the Marshall doctrine, is an illustration of the unexpected results to 
which a novel theory may lead. The method of computation which it 
approves is the substantial counterpart of that which the Supreme 


Court rejected in Humes v. United States, 276 U. S. 487, 72 L. Ed. 
667 (1928). 
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Fiscal Jurisdictions In Mexico 
(Concluded from page 663) 


and the Federal Government, and besides there are 
better actions according to fundamental principles of 
equality, uniformity and self-sufficient administration. 

What does the future hold? 

There already exists the specialized organ, the Per- 
manent Commission, which has ample rights recog- 
nized by the federal entities. There is no doubt that 
better results will be attained. 

Resistances, almost always hidden, that heretofore 
have manifested themselves against the realization of 
projects of unification must disappear with time. 

On one hand the organizations in charge of preparing 
and realizing a national fiscal plan have to occupy 
themselves with practical needs and continue slowly, sub- 
stituting the present receipts of the States with others 
that can be better from the national point of view but 


which cannot be inferior in the viewpoint of local 
interest. 


On the other hand the federal bodies will under- 
stand that in a well-studied and orderly fiscal system 
the recourses of each one shall be balanced and be- 
cause of this fact progress shall be made toward effec- 
tive economic unity of the nation. 


Irrevocable Trusts 
(Concluded from page 688) 


it takes a prominent commentator to make such a sug- 
gestion, “limiting” and “distinguishing” a U. S. Supreme 
Court decision. Mr. Paul further suggests that: 

“The Sanford case may be disposed of as involving a trust 
reserving to the grantor the power to alter the flow of benefits, 
whereas the final fruition of a reversionary interest in actual 
possession and enjoyment is beyond the donor’s control once 
the trust is established.” 

If there is any justification, and the author denies 
same, in “limiting” the application of the Sanford 
decision (irrespective of its clearly apparent broader 
aspects on the subject in question) only to cases where 
the grantors reserve powers to change beneficiaries 
and/or benefits, why not use the same procedure in 
limiting the Clifford decision to short term trusts only? 

The author entertains a great deal of respect for 
Mr. Paul’s knowledge and admires the brilliancy of 
his comments. But, Mr. Paul and other prominent 
commentators deal mostly with the law as it ought to be 
in their opinion, and not as it is. 

The practitioner is primarily concerned with the law 
as it 1s, hence, he will follow the very able guide of the 
U.S. Supreme Court in that respect. 
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MUM 


Tus is more than a war of mechanical 
monsters clashing in the night... 
more than a war of production. 


It is a war for markets—your markets! 
The Axis wants your business—wants to 
destroy it for once and all. 


With so much at stake, there is no 
doubt you will want to do everything 
you can to meet this Axis threat. Two 
ways are open: Speed production and 
BUY BONDS. The only answer to 
enemy tanks and planes is more Ameri- 
ean tanks and planes—and your regular, 
month-by-month purchases of Defense 
Bonds will help supply them. Buy now 
and keep buying. 


HOW THE PAY-ROLL 


SAVINGS PLAN HELPS 


When you install the Pay-Roll Savings 
Plan (approved by organized labor), 
you not only perform a service for your 
country but for your employees. Simple 
to install, the Plan provides for regular 
purchases of Defense Bonds through 
voluntary pay roll allotments. 


Write for details today! Treasury Department, 
Section R, 709 Twelfth Street, NW., Washington, D. C. 


U.S. SAVINGS 
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Interpretations 
(Continued from page 690) 


tion to pay over to the company when received.—Ernestine E. 
Joseph v. Commissioner, CCH Dec. 12,828-G; Docket 107590. 
Memorandum opinion. 


Corporation Credits—Effect of Removal of Dividend Re- 
striction.— Taxpayer, under contract to a bank not to increase 
salaries or pay any dividends until loan was fully paid, re- 
moved this restriction by liquidation of loan on June 4, 1936. 
The question in issue is whether the taxpayer had a right to 
a credit under Sec. 26(c) of the 1936 Act for the taxable year 
1936. The Board, in referring to Reg. 94, article 26-2(b)(2), 
holds that the taxpayer is not entitled to the credit claimed 
because it was free to pay dividends after June 4, 1936.— 
Norton Manufacturing Company v. Commissioner, CCH Dec. 
12,823-T; Docket 103729. Memorandum opinion. 


Deductions—Expenses—Salaries.—Taxpayer, Knickerbocker 
Oil Corporation, which kept its books on a cash basis, issued 
checks to its officers in payment of their salaries near the close 
of its fiscal year, which checks were immediately endorsed 
back to taxpayer and were put through taxpayer’s account 
by a special arrangement with the bank, since it had neither 
the funds nor the bank credit to pay the checks in cash. Tax- 
payer deducted the officers’ salaries on its income tax return 
for the fiscal year ending June 30, 1937, which deduction was 
disallowed by Commissioner. The Board holds that since 
taxpayer keeps its books and makes its income tax returns 
on a cash basis, the salaries in question are deductible under 
Sec. 23(a), 1936 Act, only if they are paid during the taxable 
year, and since it appears from the evidence that funds for 
the payment of those salaries were not available for the 
officers’ unfettered use during the taxable year, the deduction 
was properly disallowed.—Nat J. DeBare v. Commissioner; 
Benjamin Levin v. Commissioner; Knickerbocker Oil Corpora- 
tion v. Commissioner; Charles K. Polichek v. Commissioner; 
Polly Marwin v. Commissioner; Minnie K. Polichek v. Commis- 
sioner, CCH Dec. 12,828-B; Dockets 108238, 108239, 108241- 
108244. Memorandum opinion. 


Depreciation Deductions—Excessive—Adjustment of Basis. 
—Taxpayer established to the satisfaction of Board that ex- 
cessive depreciation had been taken in prior years because of 
reduced use of the equipment during depression years, and 
that its plant account should be adjusted therefor as a basis 
for further depreciation deductions, where taxpayer had de- 
rived no tax benefit from the excessive deductions in the prior 
years, having sustained a large net loss during each of such 
years. Although 4 per cent represented a normal rate of 
depreciation on the machinery, due to the reduction of busi- 
ness in the years 1931 to 1936, a rate of 2 per cent was fair 
and reasonable under conditions existing in those years.— 
The Mosler Safe Company v. Commissioner, CCH Dec. 12,828-K; 
Docket 106783. Memorandum opinion. 


Dividends-paid Credit—Contract Pledging Stock and Ex- 
traordinary Earnings.—Taxpayer entered into an agreement 
With its bank whereby it executed new notes and rearranged 
its indebtedness to the bank, and by a separate agreement 
pledged its entire outstanding stock until its obligations to the 
bank were discharged. The pledge agreement provided that 
if taxpayer realized any money from certain of its lands which 
had been taken by the State of Louisiana for back taxes or 
realized any extraordinary amount of money out of the regular 
course of its business from any of its assets, those funds 
should be first applied to the reduction of its indebtedness to 
the bank. Taxpayer claimed a credit under Sec. 26(c), 1936 
Act, on the ground that the pledge agreement prohibited pay- 
ment of dividends and disposed of earnings and profits of the 
taxable year. The Board holds that taxpayer failed to show 
that the pledge agreement comes within the provisions of 
Sec. 26(c), 1936 Act—Thompson-Katz Lumber Company v. 

ommissioner. Memorandum opinion. 
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Estates and Trusts—Net Income—Fixed Payment Regard- 
less of Income.—Taxpayer is trustee of a trust created for the 
benefit of settlor client’s wife and children out of proceeds 
of life insurance and residuary estate. In the event that the 
annual net income of the trust fund does not amount to $5,000 
“the Trustee is authorized and directed to invade the principal 
of said Trust fund to the extent that such invasion may be 
necessary to provide such annual income.” The Board holds 
that the annual distribution, to the extent of $5,000, was in 
the nature of an annuity and not merely a distribution of in- 
come, and that the trust’s income is taxable to the trustee.— 
The Schnectady Trust Company, Trustee under Life Insurance 
Trust Agreement by A. S. Durant v. Commissioner, CCH Dec. 
12,828-L; Docket 107988. Memorandum opinion. 


Gain or Loss—Basis.—(1) Taxpayer was the owner of cer- 
tain lands which it had purchased in prior years at an agreed 
cost. The land had no independent mineral cost to taxpayer. 
In 1936 and 1937, it leased the lands for oil and gas produc- 
tion and received bonuses therefor, and reserved certain 
royalty interests in the leases. It returned these bonuses as 
taxable income in the respective years when received and took 
percentage depletion deductions which were allowed by the 
Commissioner. In 1938, prior to any oil production and while 
the leases were still in force, taxpayer sold the land, including 
its interest in the oil leases, for an agreed cash consideration. 
The Board holds that in computing taxpayer’s capital gain 
from the sale under Sec. 113(b)(1)(B), 1938 Act, the Com- 
missioner properly adjusted taxpayer’s original cost of the 
land by deducting therefrom the depletion claimed and allowed 
in prior years. 

(2) In years prior to 1939 taxpayer purchased certain cattle 
for breeding purposes and thereafter in its income tax returns 
used a depreciation basis instead of an inventory basis with 
respect to these breeding cattle. In 1939 taxpayer sold all 
these cattle. The Board holds that the Commissioner in de- 
termining gain or loss on the sales properly adjusted tax- 
payer’s original cost by the depreciation previously claimed 
by taxpayer on its income tax returns for prior years, even 
though in some of the years taxpayer had net losses which 
were greater than the depreciation deductions for those years, 
it having been stipulated that the depreciation claimed for 
each of the years was reasonable, and has never been adjusted 
by the Commissioner for any of the years. Sec. 113(b)(1)(B), 
1938 Act, requires that an adjustment be made for depreciation 
allowable to the taxpayer in prior years, regardless of whether 
the taxpayer had actually deducted it from net income on its 
income tax returns. Beckridge Corporation, 45 BTA 131, CCH 
Dec. 12,076; affd., 42-2 ustc J 9566, followed.—American Na- 
tional Realty Company v. Commissioner, CCH Dec. 12,825; 
Docket 106414. 47 BTA —, No. 88. 


Gross Income—Accrual Basis—Percentage Withheld.— 
Taxpayer corporation was under contract to furnish and de- 
liver loam to a prime contractor who in turn was under 
contract with the San Francisco Bay Exposition Company. 
Taxpayer agreed to accept progress payments from the prime 
contractor equal to 75% of the progress estimates as made and 
paid by the San Francisco Bay Exposition Company, the re- 
mainder to be paid “upon receipt from the Exposition Com- 
pany of the final payment covering this contract.” The work 
was begun in 1938 and continued into 1939. Taxpayer kept 
its books on the accrual basis but did not include as income 
in 1938 the percentage withheld, whereupon the Commissioner 
assessed additional tax. The Board holds that the percentage 
withheld is not in stocks and bonds. In 1937, taxpayer was 
declared competent, the conservator removed, and taxpayer 
was restored to full rights over his property. Taxpayer sought 
to claim the sum of $163,000 which he had expended for 
counsel fees, court costs, alienists, medical testimony and 
other expenses as a business expense deduction on his 1937 
return. The Board holds that taxpayer’s activities did not 
constitute the carrying on of a trade or business, that the ex- 
penditures to vacate the incompetency ruling could in no 
event be regarded as an ordinary and necessary expense of 
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carrying on a trade or business, and that those expenditures 
were personal and nondeductible. The Board further refused 
to consider taxpayer’s contention that the outlay should be 
added to the cost of his property as a capital expenditure.— 
Roberts Island Dredging and Improvement Company, Inc. v. 
Commissioner, CCH Dec. 12,828-J; Docket 106447. Memo- 
randum opinion. 


Non-deductible Items—Officer’s Salary.—Taxpayer, which 
kept its books on the accrual basis, credited the authorized 
1938 and 1939 annual salary of its president to his account 
on the corporate books, but he actually received only a portion 
of that salary, the balances remaining unpaid during the 24% 
months’ statutory period after the close of the taxable years. 
Taxpayer’s president, who made his returns on a cash basis, 
owned more than half of taxpayer’s stock. Commissioner 
disallowed taxpayer’s deduction of the unpaid portion of its 
president’s salary in its 1938 and 1939 returns. The Board 
holds that under Sec. 24(b)(1)(B) and Sec. 24(c), 1938 Act, 
taxpayer is not entitled to the deduction claimed because the 
expense in question was not paid within the taxable years or 
2'%4 months after the close thereof; the amount of the expense 
was not includible in the gross income of the person entitled 
to the payment thereof because he made his returns on a 
cash basis, and taxpayer and the person entitled to such pay- 
ment are persons between whom losses would be disallowed 
under Sec. 24(b)(1)(B), 1938 Act.—Crown Hill Cemetery Com- 
pany v. Commissioner, CCH Dec. 12,828-H; Docket 108252. 
Memorandum opinion. 


Personal Holding Companies—Undistributed Subchapter 
A Net Income.—(1) Taxpayer contends that due to the fact 
that its income tax returns for 1934, 1935 and 1937 showed net 
losses, there had been no occasion for it to exercise the elec- 
tion provided for by Sec. 351(d), 1934 and 1936 Acts, whereby 
a corporation might avoid payment of surtax if all of its 
shareholders included (at the time of filing their returns) their 
entire pro rata shares of the adjusted net income of the cor- 
poration for such year in their gross income, and seeks to 
make the election at this time so that its entire net income 
for the years 1934, 1935 and 1937 may be taxed to its sole 
stockholder. The Board holds that on the authority of Auto- 
mobile Loans, Inc., 36 BTA 809, CCH Dec. 9798, and Collateral 
Mortgage and Investment Co., 37 BTA 630, CCH Dec. 9995, 
taxpayer cannot make the desired election. 

(2) Taxpayer seeks a dividends paid credit for the differ- 
ence between salary paid to its sole stockholder and the por- 
tion thereof allocated to four other trusts which occupied an 
office with taxpayer and for which taxpayer’s stockholder per- 
formed various services, on the ground that such payment 
constituted a dividend since it was a distribution by a corpora- 
tion to its sole stockholder. The Board holds that, from the 
evidence, it appears that the payment in question was made 
as compensation for services rendered to the other trusts 
which occupied the office with taxpayer, rather than as a dis- 
tribution of profits by taxpayer to its sole stockholder, and 
that no dividends paid credit could be allowed therefor. The 
Board also held that the question was not, in fact, in issue 
and had not been considered by it in its opinion, and that by 
the Board’s Rules of Practice the question may not be raised 
on the Rule 50 settlement.—Essex Loan Trust Company v. Com- 
missioner, CCH Dec. 12,823-N; Docket 103769. 
opinion. 


Memorandum 


Recognition of Gain or Loss—German Investments.—In 
1926, taxpayer, an American Corporation, purchased a bond 
of a German corporation, payable in dollars. As per 1933 
German law, such obligations became payable in marks, the 
use and transfer of which were subject to restrictions. In 
1935, the German corporation paid taxpayer in “blocked 
marks” the balance due on its bond, and shortly thereafter 
petitioner invested a portion of these marks in securities of 
other German corporations. During the taxable year it sold 
these securities, receiving blocked marks which it immediately 
converted into dollars. The Board holds that a completed 
transaction resulted from the payment in blocked marks in 
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1935 of the bond acquired by the taxpayer in 1926. The in- 
vestment of a portion of the blocked marks in German securi- 
ties was a separate and distinct transaction and when such 
securities were sold the taxpayer sustained a loss measured 
by the difference between the value in dollars of the blocked 
marks at the time of purchase and the amount realized from 
the sale. The involuntary conversion provisions of the statute 
are not applicable. The value of the blocked marks used jn 
making the purchase in 1935 was determined to be the price 
at which they were quoted on the New York market.—C redii 
‘ Investment Corporation v. Commissioner, CCH Dec. 12,829: 
Docket 105528. 47 BTA —, No. 92. 

Revocable Trusts.—Taxpayer is held taxable on the income 
of a certain trust, under Sec. 22(a) o: the 1936 and 1938 Acts, 
following H. S. Richardson, (CCA-2) 41-2 ustc § 9592, 121 
Fed. (2d) 1, aff’'g 42 BTA 830. Taxpayer caused certain 
securities to be transferred to his wife, who made them the 
corpus of a trust. Trust income was used to pay taxes, 
trustees’ compensation, lawyer’s fees, premiums on policies 
insuring taxpayer’s life but owned by the grantor, and the 
residue to the grantor and another. But taxpayer was one 
of the trustees and was free to withdraw all the stock (the 
only income-producing asset of the trust) and to appropriate 
it to his own uses. He could apparently revoke the trust, and 
could “alter, modify or amend” the instrument, except as to 
the beneficiary of certain insurance policies included in the 
corpus. As additional facts showing taxpayer’s control over 
the income of the trust, taxpayer had the sole right to vote 
the stock and choose investment counsel, the co-trustee was 
required to follow taxpayer’s instructions, and in the event 
of the death of the grantor during the existence of the trust, 
the trust property was to go to the taxpayer, if living — 
Andrew Jergens v. Commissioner, CCH Dec. 12,823-V; Docket 
107163. Memorandum opinion. 

Sale of Patent Rights—Basis of Gain or Loss.—Jax- 
payer, a New York corporation, acquired United States and 
foreign patents and inventions of one Levy in June, 1936, in 
consideration of the issuance of 90,000 of taxpayer’s 100,000 


(Turn to page 704) 


Controllers Institute of America 


The eleventh annual meeting of the Controllers |n- 
stitute of America was held at the Palmer House, 
Chicago September 21, 22, 23, 1942. This meeting was 
dedicated to wartime problems of controllership. 

Mr. Edwin W. Burboth, chairman of the conven- 
tion committee and controller of A. B. Dick Com- 
pany stated: 

is Cooperation between Government officials 
and controllers is essential if there is to be efficient, 
smooth operation under the rules laid down by Gov- 
ernment—if compliance with the orders is to be thor- 
ough and prompt. It is incumbent on Government 
to know the probable effects of orders which it con- 
templates issuing. Government officials and admin- 
istrative should be acquainted with the 
obstacles which businesses must meet and overcome, 
in complying with Government orders. * To- 
day’s conditions call for unity of action between 
Government and business, unity which best can be 
achieved by conference and understanding. It is with 
that objective in mind that the Controllers Institute 
of America has set up the three-day program of study, 
discussion and conference which will constitute its 
Eleventh Annual Meeting.” 
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Renegotiation of War Contracts 
(Continued from page 669) 

and an agreement ultimately concluded and reduced 
to writing. This settlement may necessitate a refund 
of profits considered excessive, or a reduction in future 
prices, or both, covers a definite period, subject in 
the case of renegotiation for a current period, to revi- 
sion at the end of the period should there be any 
substantial difference between the actual and esti- 
mated profits. 

So much for the purposes of the Act and the pro- 
cedure of renegotiation. I mentioned earlier that even 
ii amended along the lines sketched above, as it now 
has been, the renegotiation statute fails to meet cer- 
tain objections made to it. Time does not permit the 
discussion of all of them, or even the extended con- 
sideration of a few. But one or two objections | 
should like to consider before concluding. 

One of the commonest complaints is that taxation 
should be relied on to do the job. Why insist on re- 
negotiation of profits with a 90% excess profits tax? 
The answer is that taxation impinges too late. Re- 
negotiation eliminates excessive profits at the source 
and as they accrue. When these profits have to be 
eliminated or returned as they accrue rather than a 
year or more later, costs will be substantially reduced 
for lower prices invariably stimuiate efficiency in pro- 
duction. Moreover, not only is the inflationary effect 
of spending a dollar now that need not be spent ob- 
vious, but the absurdity of insisting on permitting its 
expenditure because ninety cents may be recovered 
later equally apparent. The excess profits tax does 
nothing about excessive costs. The problem is one of 
controlling prices as a whole rather than one of con- 
trolling profits alone. 

And right here I should like to answer a telegram 
which all you state tax officials received from a certain 
Mr. Hawley. I shall not dwell on the curious 
spectacle of his solicitude for the tax welfare of the 
several states, nor take time to do much more than 
deny categorically that any renegotiation board or 
price adjustment section ever, at any time, explained 
“to manufacturers that they (the manufacturers) 
should be happy to settle with them (the boards) be- 
fore paying taxes because practically all the money 
seized by the renegotiation board would eventually 
go for federal and state taxes in the normal course of 
business”. Instead I wish only to say that I cannot 
conceive of state tax commissioners urging that un- 
conscionable profits derived from war work, should 
be allowed to accrue to anyone merely because the state 
might get a small part of those profits in the form of 
taxes. Excessive profits in their entirety represent 
payments by the government out of public money; 
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they belong to the government to which they should 
be returned in toto. 


Perhaps the most far reaching objections to the 
statute, with the consideration of which I conclude 
this paper, are that the statute leaves the contractors 
uncertain with respect to their profits and thereby 
impairs their ability to obtain bank credit and to 
establish policies with respect to dividends and re- 
serves; and that furthermore, the failure of the stat- 
ute to fix standards for determining what are excessive 
profits makes it difficult to obtain uniformity of treat- 
ment between contractors similarly situated. 

A short answer to the first objection might be to 
suggest that contractors initiate renegotiation pro- 
ceedings at once so that their excessive profits, if any, 
may be determined. After all, the problem which the 
statute was intended to meet arose out of a situation 
which was without precedent. As Judge Patterson 
has so succinctly pointed out, contractors had been 
asked to produce in the shortest possible time war 
materials of a kind or kinds with which they had no 
prior experience or in quantity beyond anything they 
had ever attempted. Costs could not be estimated 
with accuracy and when tested by actual production 
proved far too high. In many cases large profits 
resulted which neither side contemplated and the 
contractors neither anticipated nor wished to retain. 
What the renegotiation procedure is designed ulti- 
mately to do, is to get the contractor to agree to a 
figure he would have been willing to accept if he had 
been bidding in a really competitive market and knew 
at the time what he now knows about his costs and 
margin of profit. 


The objection regarding the failure of the statute to 
fix standards for determining excessive profits cannot 
be answered categorically. Three alternatives were 
available: First, repeal section 403 with nothing sub- 
stituted; two, repeal section 403 and enact a fixed 
percentage profit limitation in its place; and three, 
amend [section] 403 to eliminate its defects so far 
as possible without impairing its usefulness. 

The adoption of the first alternative would have left 
the problem of profit and price control completely un- 
solved. Flat profit limitation seemed inadequate 
under all the circumstances for it affords no incentive 
to reduce costs, it cannot reward low cost producers, 
it does not really achieve its prime objective of uni- 
formity of treatment, and the maximum limitation 
tends to become the minimum. 


I conclude with a quotation from Judge Patterson’s 
testimony before the subcommittee of the committee 
on finance of the United States Senate concerning 
renegotiation and the amendment of the present stat- 
ute: “In pointing out our reasons for believing that 
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renegotiation with the suggested amendments is pref- 
erable to a fixed statutory profit limitation, we do 
not wish to be misunderstood. The problem of con- 
trolling profits, costs and prices is an extremely diffi- 
cult one, and no method of handling it is ideal or free 
from objections. Thus, as I have said, the very flexi- 
bility of renegotiation in dealing with the wide di- 
versity of conditions makes complete uniformity and 
certainty almost impossible, and the necessity of deal- 
ing with cases individually creates a difficult adminis- 
trative burden. We can only repeat that we feel that 
the benefits and advantages of renegotiation outweigh 
these disadvantages and make it preferable to other 
methods proposed. So far as possible we are seeking 
to meet the objections to the method by amendments 
which we are proposing and by impartial and fair- 
minded administration. If hereafter we become con- 
vinced that the task is too great to be done with 
reasonable equality of treatment, we will ask for 
further corrective measures or for substitution of 
other means.” 


Treasury Tax Savings Notes 

The sales of Treasury Tax Savings Notes during 
September totaled $929,000,000, or more than double 
the sales of $418,000,000 during the preceding month. 
With the exception of the first month of issue in 
August, 1941, when sales totaled $1,037,000,000, this 
was the largest monthly total on record. 

The September total includes the sales of Series A, 
B and C Notes. Sale of Series A and B Notes was 
suspended on Saturday, September 12, and new 
Series A and C Notes, which provide greater flexibility, 
were placed on sale on Monday, September 14. The 
principal changes in Series A Notes were the raising 
of the limit which might be presented in payment of 
taxes in any one year from $1200 to $5000 and extend- 
ing the maturity of the notes to three years. This 
limit applies separately to Federal income, estate and 
gift taxes. In the case of joint returns, husband and 
wife are each permitted to present a maximum of 
$5000 in Series A Notes in any one year in payment 
of taxes of each class. 


American Petroleum Institute’s 
23rd Annual Meeting 


Petroleum Coordinator Harold L. Ickes, Deputy 
Coordinator Ralph K. Davies, and Defense Transpor- 
tation Director Joseph B. Eastman will be among the 
speakers at the Thirty-third Annual Meeting of the 
American Petroleum Institute, to be held at the Palmer 
House, Chicago, November 9 to 12, William R. Boyd, Jr., 
Institute president, announces. 


Timely CCH Books 
for the Tax Man 


1 REVENUE ACT 1942 With Explanation—Pre- 
* senting the full text of the new law with de- 
tailed explanation of its new provisions, rate 
tables, etc. 224 pages, heavy paper covers $1. 


y UNITED STATES MASTER TAX GUIDE—Now 
¢ in preparation. Based on the current federal 
statutes as of publication, and the regulations, 
rulings and decisions under present and prior 
laws. Covers income, excess profits, capital stock 
and declared value excess-profits taxes. Detailed 
index. 288 pages, heavy paper covers ; $1. 


3 STATE INCOME TAXES—By Roy G. Blakey and 
- Violet Johnson. A new and careful survey of the 
growth and trend in state taxation on income, 
reflecting the most significant developments in 
the last thirty years. Forty-three explanatory 
tables and graphic charts. 162 pages, cloth bind- 
ing : eee ee er ioe 


4 CANADIAN INCOME WAR TAX ACT—1942— 
« Includes all current changes made in this law and 
excess profits tax—important to non-residents 
with Canadian interests. 164 pages, heavy paper 
covers ebay he ; Peer, 3 


5 PRINCIPLES OF PUBLIC FINANCE—-By Mayne 
« S. Howard. A panoramic survey of the entire 
field of taxation, discussing various tax types and 
emphasizing desirable developments for the 
future. 450 pages, cloth binding $5. 


4 NEW YORK TAX LAWS—Complete text of the 
- effective articles of Chapter 60 of the Consolidated 
Law of New York as of July, 1942. 33g pages, 


heavy paper covers $2. 
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Washington Tax Talk 
(Continued from page 678) 

(computed by limiting such credit to 85 per cent of 
the net income reduced by the credit for the adjusted 
excess profits net income) and (3) in the case of a 
public utility, the credit for dividends paid on its pre- 
ferred stock. For the purpose of the surtax, dividends 
received on the preferred stock of a public utility 
shall be disregarded in computing the credit for divi- 
dends received. 

The surtax rates on corporations, imposed on the 
surtax net income of every corporation, have been in- 
creased. Previously, they were 6 per cent on the first 
$25,000, and 7 per cent on the remainder. Now, there 
are three schedules, depending upon the amount of 
the corporation surtax net income. If the corpora- 
tion surtax net income is not over $25,000, the surtax 
rate is 10 per cent. If it is more than $25,000, but not 
over $50,000, the surtax is $2,500, plus 22 per cent 
of the amount thereof in excess of $25,000. If it is 
more than $50,000, the surtax is 16 per cent of the 
entire amount thereof. 

Comparative example: In 1941, a corporation had 
net income (before deduction of the excess profits tax) 
of $70,000, and no adjustments under Code Sec. 26 or 
711 (a), so that (before any deduction for the excess 
profits tax) its adjusted net income, its normal-tax net 
income, its surtax net income, and its excess-profits 
net income, are $70,000. Its adjusted excess profits 
net income, after deduction of a $50,000 excess profits 
credit and the $5,000 specific exemption, was $15,000, 
on which it paid an excess profits tax of $5,250. The 
normal-tax net income and surtax net income (after 
deducting the excess profits tax) are, therefore, 
$04,750, on which a normal tax at 24 per cent is 
$15,540. The surtax is computed as follows: 

$25,000 at 6% $1,500.00 

39,750 at 7% 2,782.50 

$64,750 $4,282.50 
The total income and profits taxes for 1941 are, there- 
fore, $25,072.50. 

On the same amount and character of income for 
1942, computations would be as follows: 


Net income .. $70,000 
l.ess—excess profits credit $50,000 
specific exemption 5,000 55,000 
Adjusted excess profits net income 
(same as for 1941)... 15,000 
Excess profits tax at 90% 13,500 
Net income ... Pe soe Ae 70,000 
Less—adjusted excess profits net 
income . : 15,000 
Normal tax net income and surtax 
net income 55,000 
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Normal tax at 24%......... 13,200 
I 55525 Sis i ol eer eal as 8,800 
eee 13,500 
Total income and profits taxes...... $35,500 


The new law exempts from the surtax a Western 
Hemisphere Trade Corporation, defined as a domestic 
corporation all of whose business is done in North, 
Central, or South America or in the West Indies or 
in Newfoundland, and which satisfies the following 
conditions : 

(1) If 95 per cent or more of its gross income for 
the three-year period immediately preceding the close 
of the taxable year (or for such part of that period 
as it was in existence) was derived from sources 
outside United States; and 

(2) If 90 per cent or more of its gross income for 
such period was derived from the active conduct of 
a trade or business. 

Present law allows corporations a credit, for the 
purpose of both the normal tax and the surtax, of 85 
per cent of the dividends received from other corpo- 
rations. The credit is limited, under prior law, for the 
purposes of the normal tax, to 85 per cent of the ad- 
justed net income (which is the net income, less the 
credit for partially taxable interest received on obliga- 
tions of the U. S. and its instrumentalities). Since a 
credit is allowed against income for income tax pur- 
poses for the amount of income. 


Income from Discharge of Indebtedness 


Prior law exempted income resulting from discharge 
of indebtedness by corporations in unsound financial 
condition, under certain conditions, but this exemp- 
tion did not apply to discharges in taxable years 
beginning after December 31, 1942. The new Act 
extends the exemption for three years, changing the 
above date to December 31, 1945. 

The 1942 Act also removes the requirement in prior 
law that corporations establish to the satisfaction 
of the Commissioner the fact that they are in unsound 
financial condition in order to receive this exemption, 
or that this fact is certified to the Commissioner by 
any Federal agency authorized to make loans or to 
exercise regulatory power over such corporation. 
Under prior law, in order to be entitled to this exemp- 
tion, the indebtedness must have been in existence 
on June 1, 1939. This requirement is eliminated. 

The Senate and House Committee reports state 
that above changes will not apply retroactively, but 
will be applicable only to taxable years beginning 
after December 31, 1941, and before January 1, 1946. 


Recoveries 
This amendment excludes from gross income re: 
coveries of previously deducted bad debts, prior taxes, 


















































702 TAX ES— The Tax Magazine 


or “delinquency amounts”, to the extent that the 
prior deduction did not result in an income tax bene- 
fit for the year of the deduction. If there were re- 
coveries in more than one year, the nontaxable amount 
which did not result in a tax benefit would be reduced 
by any amount which had been excluded in a previous 
taxable year. 

According to the Committee Report, for the pur- 
poses of these new provisions, the term “bad debts” 
includes worthless securities as well as other debts, 
even such worthless securities as are subject to the 
capital loss provisions. The term “delinquency amounts” 
means any amounts paid or accrued for which a de- 
duction or credit was allowed in a prior taxable year 
and which is attributable to failure to file a timely 
return with respect to a tax, or to pay a tax on time. 
Thus, it includes interest on delinquent taxes both 
State and Federal. Payments which were not deduct- 
ible in the prior year, such as penalty payments with 
respect to Federal taxes, are not affected by this 
amendment. Their recovery did not represent income 
under prior law, nor is it income under the new law. 

The Committee Report points out that a tax benefit 
may have resulted from the prior deduction in a year 
subsequent to the year of the deduction by reason of 
the net operating loss deduction. The Committee Re- 
port also states that the amendment does not apply 
to recoveries on account of bad debts previously 
charged or chargeable against a reserve by a taxpayer 
who uses the reserve method of deducting bad debts. 
for the reason that the amount of the recoveries is not 
taken into income as such but is merely credited to 
the reserve account and decreases the amount of the 
addition to the reserve. 

If a recovery is excluded for the purpose of the 
regular corporation normal tax and surtax it 1s also 
excluded for the purpose of Code Sec. 102 surtax on 
improper accumulations and the surtax on personal 
holding companies. 

Since this is an exclusion from gross income, it 
never enters into the computation of normal tax net 
income, which, with adjustments, is the starting point 
It fol- 
lows that if the item is excluded for the purpose of 
normal tax net income it is also excluded for the pur- 
pose of the excess profits tax. 


for computation of excess profits net income. 


Federal income taxes are not deductible for the 
purpose of the regular normal taxes and surtaxes. 
However, the regular income taxes imposed by Code 
Secs. 13 to 15 are deductible in computing Code Sec. 
102 surtax and the surtax on personal holding com- 
panies. The amendment provides that recoveries of 
such Code Secs. 13 to 15 income taxes may be excluded 
to the extent that their deduction did not result in a 
reduction of the surtax on improper accumulations or 
the surtax on personal holding companies. 
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The amount of the exclusion from gross income is 
limited to the amount of the “recovery exclusion”, 
with respect to the debt, tax, or delinquency amount 
which is recovered. The law defines the term “re- 
covery exclusion” as the amount of deductions or 
credits allowed on account of such items, which in 
accordance with regulations to be prescribed, did wot 
result in a reduction of the taxpayer’s income-tax li 
ability for any prior taxable year, reduced by the 
amount excludible in previous taxable years under 
this new section with respect to such debt or tax. 

Example: 
returns: 


Assume the following figures on 1939 


Individ- 


Corp. A Corp.B ual X 
Gross income $6,000 $ 7,000 §$ 7,000 
Xad debts 2,000 10,000 = 10,000 
Other deductions 7 000 5,000 5,000 
Personal exemption 1,500 
Credit for dependents 800 


If, in 1942, any part of the $2,000 charged off by 
Corp. A is collected, no part of such collection is in- 
come. If, in the case of Corp. B any part of the bad 
debts is collected in 1942, there is no taxable income 
until at least $8,000 is recovered. Any recoveries over 
$8,000 will be taxable. If, in 1942 individual X coliccts 
any part of his $10,000 bad debts charge-off, no part is 
taxable, for no part of the $10,000 deduction resulted 
in a reduction of the taxpayer’s tax. Although $2.0 0 
of the $10,C00 deduction offset 1939 taxable income, it 
did not result “in a reduction of the taxpayer's tax” 
because after application of the $2,300 credits which 
are allowed for the purpose of both the normal tax 
and the surtax, there would have been no tax even 
without the bad debt deduction. The amount of the 
“recovery exclusion” in 1942 for each of the above tax 


payers must be determined under new regulations t 
be prescribed by the Commissioner. The foregoing 
conclusions are suggested as being likely to be in 
accord with such prospective regulations. 

All the above changes are made entirely retroactive 
to the beginning of the Code and under prior revenue 
Acts as well. 


Other Changes 


Alimony—taxable to wife, deductible by the husband 


Nontrade or nonbusiness deductions—Allowed. 
State sales taxes—deductible by consumer where 


passed on to him. 


Bad when became worthless. 
Nonbusiness bad debts deductible by individual tax 
payer to extent of capital loss provisions. 


debts—deductible 


Medical expense—a new deduction for the individual. 
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Personal exemptions—reduced 
Single person 
Married 
Dependents 


$ 500 
1200 
350 


Capital gains and losses—The new law eliminates the 
brackets, and changes the holding period, so that 
capital gains and losses from assets held more than 
6 months are long-term capital gains or losses, and 
those from assets held not more than 6 months are 
short-term capital gains and losses. 

In the case of a taxpayer other than a corporation, 
only 50 per cent of the gain or loss is to be taken into 
account in computing net capital gain, net capital 
loss and net income if the asset has been held for 
more than 6 months. All other capital gains and losses 
are fully taken into account. 

Under the new law, net short-term capital Joss (ex- 
cess of short-term capital losses for the taxable year 
over the short-term capital gains for such year) must 
be applied to reduce any net long-term capital gain 
(defined as the excess of long-term capital gains for 
the taxable year over the long-term capital losses for 
such year). 

Under prior law, alternative tax computations were 
provided in the case of net long-term capital gains 
or net long-term capital losses of taxpayers other than 
corporations. The new law provides alternatives for 
both corporate and noncorporate taxpayers, but not 
where there are net capital losses. The- alternatives 
apply only where there are net-long-term capital gains 
in excess of net short-term capital losses. 

\Vith respect to corporations, if the net /ong-term 
capital gain of the taxable year is in excess of the 
amount of any net short-term capital loss of such year, 
the corporation will first compute its income tax in 
the usual way at the regular applicable normal tax 
and surtax rates on its normal tax and surtax net 
income including therein the excess of its net long- 
term capital gain over its net short-term capital loss. 
It will then compare that tax with a tax which it will 
compute by the alternative method explained below, 
and the lesser of these two tax results will be the in- 
come tax for which it is liable. Its alternative tax is 
computed as follows: A partial tax is first computed 
by it upon its ordinary net income (which is its statu- 
tory net income in which all capital gains and losses 
are reflected, reduced by the amount of the excess of 
its net long-term capital gain over its net short-term 
capital loss if any) at the regular rates and in the 
manner as if the alternative tax provisions were not 
in the law, and the total alternative tax will be that 
partial tax plus 25 per cent of the excess of its net 


long-term capital gain over its net short-term capital 
loss. 
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Under the new law, in the case of a corporation, the 
aggregate of its losses from sales or exchanges of 
capital assets, regardless of how long held—therefore, 
regardless of whether the losses are long-term or 
short-term—is allowable only to the extent of the 
aggregate of its gains from such sales or exchanges 
(long-term and short-term). Any excess of its aggre- 
gate capital losses over its aggregate capital gains is 
subject to the treatment prescribed with respect to the 
capital loss carry-over discussed below. 

In the case of a taxpayer other than a corporation, 
the aggregate of his losses from his sales or exchanges 
of capital assets, regardless of how long held—long- 
term and short-term—is allowed by the new law in 
his current taxable year only to the extent of the 
aggregate of his gains from such sales or exchanges— 
long-term and short-term—plus the following addi- 
tional amount: his net income for the current taxable 
year or $1,000, whichever is smaller, his “net income”, 
for this purpose, to be “computed without regard to 
gains or losses from sales or exchanges of capital 
assets.” To the extent that there is any balance of his 
aggregate capital losses (long-term and short-term) 
tor his current taxable year over and above that part 
thereof thus allowed him for use in his current tax- 
able year, such balance is subject to the capital loss 
carry-over. 

War Losses 

New Code Sec. 127 is added to provide practical 
rules for the treatment of property destroyed or seized 
in the course of military or naval operations during 
the war, and of property located in enemy countries 
or in areas under enemy control. The rules as to 
date of loss are, in substance, as follows: 

(1) Property in an enemy country or in an area 
under enemy control on the date of declaration of 
war on such country by the U. S. is deemed to have 
been seized or destroyed on that date. 

(2) Property in an area occupied by the enemy 
after the declaration of war is deemed to have been 
seized or destroyed on the date the enemy gains con- 
trol of the area. Since, in many cases, the exact date 
of enemy occupation cannot be established, the tax- 
payer may fix his loss as of any date after the last 
date on which the United States or a friendly country 
had complete control of the area and the earliest date 
on which the enemy gained complete control. 

(3) Similar provisions are applicable to property 
actually destroyed or seized in the course of military 
or naval operations. 


When any interest in, or with respect to property 
deemed to have been destroyed or seized (including 
interests represented by stocks and bonds) becomes 


worthless, the loss resulting is to be treated as a 
casualty loss. 
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Interpretations 
(Concluded from page 698) 


outstanding shares of capital stock to Levy, who was em- 
ployed by taxpayer as chief engineer. In November, 1936, 
taxpayer sold its Western European rights to the Levy patents 
for $16,500, but did not report any profit on the sale and did 
not file returns for the taxable year. Commissioner allowed 
a deduction of $2,657.34 for “Western European patent ex- 
penses” as an offset against the amount received on the sale 
of the patents. Taxpayer’s contention that no part of- the 
sum received for the patents may be taxed because it would 
serve to deny the patentee of some of the fruits of his dis- 
covery was dismissed as being without merit. The Board 
holds that since the transaction under which taxpayer acquired 
the patent rights was a nontaxable one under Sec. 112(b) (5), 
1936 Act, taxpayer is required by Sec. 113(a)(8) of that Act 
to take the same basis as its transferor in determining any gain or 
loss upon the sale or disposition of the acquired patents.—Inter- 
national Carrier-Call and Television Corporation v. Commissioner, 
CCH Dec. 12,828-A ; Docket 105976. Memorandum opinion. 
Transferee’s Liability—Interest on Taxes for 1917 and 1918. 
—Taxpayer seeks to avoid payment of interest on a deficiency 
assessment for 1917 and 1918 taxes made against her as trans- 
feree of a transferee of the assets of the original taxpayer- 
transferor, and also seeks to limit the amount which may be 
collected from her as transferee for taxes and interest to 
$30,712.22, on the basis of a stipulation previously filed to the 
effect that assets having a value of in excess of $30,712.22 had 
been received by her transferor from the estate of the original 
taxpayer-transferor, there being no evidence of the value of the 
transferred assets in excess of the sum mentioned. The Board 
holds that under Sec. 311, 1932 Act, and corresponding provi- 
sions of the 1936 and 1938 Acts, taxpayer is liable for interest 
legally due, but that Sec. 813(a), 1938 Act, remitted interest 
which accrued prior to July 1, 1939, so that only interest from 
July 1, 1939, may be collected from her. The Board also holds 
that there is no merit in taxpayer’s attempt to limit the 
amounts collected from her as transferee, because the value of 
the assets at the date of the transfer was in excess of the 
amount of taxes due.—Lenore S. Robinette v. Commissioner, 
CCH Dec. 12,823-O; Docket 104200. Memorandum opinion. 


Bureau of Internal Revenue 


Measure and Rate of Tax.—Where the excess profits net 
income is a minus amount, it may not be added to the excess 
profits credit (a plus amount) in computing the “unused excess 
profits credit” under section 710 (b) and (c) of the Internal 
Revenue Code, as amended, which may be carried over to a 
subsequent taxable year.—IJT 3578, 1942-38-11197 (p. 2). 

Farmers’ Cooperative Associations.—A farmers’ cooperative 
marketing or purchasing association which meets the tests of 
exemption prescribed in section 101 (12) of the Internal 
Revenue Code will not be denied exemption from Federal 
income taxation because it engages in certain activities in 
compliance with General Orders O. D. T. Nos. 3, 4, and 5, 
issued by the Office of Defense Transportation, provided (1) 
the association does not engage in such activities beyond the 
extent necessary to meet the requirements of the general 
orders; (2) nonmember business, exclusive of business done 
for the United States or any of its agencies, does not exceed 
the value of the business dorie for members; and (3) nonmem- 
ber patrons are treated the same as members in so far as the 
charge for service is concerned, that is, a profit is not derived 
from business transacted with nonmember patrons or, if de- 
rived, is not diverted from the patrons entitled thereto.—I. T. 
3579, 1942-39-11200 (p. 1). 

Advertising expenses: Deductibility—The Commissioner 
of Internal Revenue issued an official statement with regard 
to the deductibility of advertising expenses in which he out- 
lined the requirements to be met with respect to the relation- 
ship of the expenses to the business activities, maintenance of 
good will, prior advertising budgets, and reasonableness of 
the expenditures.—P. S. 33-47, Sept. 29, 1942, 1942-39-112. 
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STATEMENT OF THE OWNERSHIP, MANAGEMENT, 
CIRCULATION, ETC., REQUIRED BY THE ACTS 
OF CONGRESS OF AUGUST 24, 1912, AND 
MARCH 3, 1933 


Of Taxes, THE Tax MaAGazine, published at Chicago, 
Illinois, for October 1, 1942. 


State of Illinois Lan 
County of Cook §°” 


Before me, a Notary Public in and for the State and county 
aforesaid, personally appeared George J. Zahringer, who, 
having been duly sworn according to law, deposes and says 
that he is the Business Manager of TAxEs, THE Tax Macazing, 
and that the following is, to the best of his knowledge and 
belief, a true statement of the ownership, management (and if 
a daily paper, the circulation), etc., of the aforesaid publication 
for the date shown in the above caption, required by the Act 
of August 24, 1912, as amended by the Act of March 3, 1933, 
embodied in section 537, Postal Laws and Regulations, printed 
on the reverse of this form, to wit: 


1. That the names and addresses of the publisher, editor, 
managing editor, and business managers are: 


Publisher: Commerce Clearing House, Inc., Chicago, III. 
Editor: William N. Wise, Chicago, III. 
Managing Editor: Henry B. Nelson, Chicago, II. 


Business Manager: George J. Zahringer, Chicago, Ill. 


2. That the owner is: (If owned by a corporation, its name 
and address must be stated and also immediately thereunder 
the names and addresses of stockholders owning or holding 
one per cent or more of the total amount of stock. If not 
owned by a corporation, the names and addresses of the 
individual owners must be given. If owned by a firm, com- 
pany, or other unincorporated concern, its name-and address, 
as well as those of each individual member, must be given.) 
Commerce Clearing House, Inc., 214 North Michigan Avenue, 
Chicago, Ill.; The Corporation Trust Co. (N. J.), 15 Exchange 
Place, Jersey City, N. J.; The Corporation Trust Co. (N. Y.), 
120 Broadway, New York, N. Y.; Justus L. Schlichting, 
Chicago, Ill.; Margaret T. Smith, Millbrook, N. Y.; Oakleigh 
Thorne, Millbrook, N. Y. 


3. That the known bondholders, mortgagees, and other 
security holders owning or holding 1 per cent or more of total 
amount of bonds, mortgages, or other securities are: (If there 
are none, so state.) None. 


4. That the two paragraphs next above, giving the names 
of the owners, stockholders, and security holders, if any, 
contain not only the list of stockholders and security holders 
as they appear upon the books of the company but also, in 
cases where the stockholder or security holder appears upon 
the books of the company as trustee or in any other fiduciary 
relation, the name of the person or corporation for whom 
such trustee is acting is given; also that the said two para- 
graphs contain statements embracing afhant’s full knowledge 
and belief as to the circumstances and conditions under which 
stockholders and security holders who do not appear upon the 
books of the company as trustees, hold stock and securities 
in a capacity other than that of a bona fide owner; and this 
affiant has no reason to believe that any other person, associa- 
tion, or corporation has any interest direct or indirect in the 
said stock, bonds, or other securities than as so stated to him. 

[Signed] George J. Zahringer, 
Business Manager. 

Sworn to and subscribed before me this 22nd day of Sep- 

tember, 1942. 


[Signed] Lester Johnson. 


(My commission expires Nov. 6, 1945.) 
[Seal] 
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